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2006 TAX RETURN FILING SEASON AND 
THE IRS BUDGET FOR FISCAL YEAR 2007 


THURSDAY, APRIL 6, 2006 

U.S. House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Oversight, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 10:02 a.m., in 
room 1100, Longworth House Office Building, Hon. Jim Ramstad 
(Chairman of the Subcommittee) presiding. 

[The advisory announcing the hearing follows:] 


( 1 ) 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

SUBCOMMITTEE ON OVERSIGHT 

FOR IMMEDIATE RE T, EA SE CONTACT: (202) 225-7601 

March 30, 2006 

OV-6 


Ramstad Announces Hearing on 
2006 Tax Return Filing Season and the 
IRS Budget for Fiscal Year 2007 

Congressman Jim Ramstad (R-MN), Chairman, Subcommittee on Oversight of 
the Committee on Ways and Means, today announced that the Subcommittee will 
hold a hearing on the 2006 teix return filing season, the Internal Revenue Service 
(IRS) budget for fiscal year 2007, and other issues in tax administration. The hear- 
ing will take place on Thursday, April 6, 2006, in the main Committee hear- 
ing room, 1100 Longworth House Office Building, beginning at 10:00 a.m. 

In view of the limited time available to hear witnesses, oral testimony at this 
hearing will be from invited witnesses only. Witnesses will include IRS Commis- 
sioner Mark Everson and representatives of the U.S. Government Accountability Of- 
fice, the Treasury Inspector General for Tax Administration, the IRS Oversight 
Board, and several teix practitioner groups. 

BACKGROUND : 

This year’s teix return filing season runs from January 1st to April 17th, and dur- 
ing this time, the IRS expects to receive over 130 million tax returns, over half of 
which will be filed electronically. The IRS anticipates issuing more than $200 billion 
in refunds to approximately 106 million teixpayers during this period. Seeking as- 
sistance from the IRS in preparing their returns, Americans will contact the Service 
via telephone more than 25 million times and will make almost 120 million visits 
to the IRS website, which is one of the busiest in the world during the filing season. 

To carry out these and other teix administration duties next year, the Administra- 
tion has requested $10.6 billion to fund IRS operations for fiscal year 2007, a 0.2- 
percent increase over the amount enacted last year. This amount will be supple- 
mented by $135 million in new user fees that the IRS expects to collect by providing 
individualized services to taxpayers. This level of funding will support nearly 
100,000 employees who will collect nearly $2 trillion in revenue. 

In addition to examining IRS performance during the filing season and the pro- 
posed budget for next year, the hearing will also provide the opportunity to review 
a number of significant tax administration issues that have recently arisen. For ex- 
ample, last year the IRS renegotiated the agreement with the Free File Alliance, 
a consortium of tax preparation software companies that provide free software to 
some taxpayers through the IRS website. The hearing will review the effects of the 
new agreement. Another issue that has recently arisen is proposed IRS regulations 
governing the use of taxpayer information by teix return preparers. The hearing will 
allow Members of the Subcommittee the opportunity to inquire about these proposed 
regulations and their potential effects on teixpayer privacy. 

In announcing the hearing. Chairman Ramstad stated, “By collecting $2 trillion 
in revenue, the IRS fulfills a vital mission for the Federal Government, and the IRS 
must pursue its enforcement obligations aggressively. However, the IRS impacts the 
lives of all Americans, and it is important that the IRS respects taxpayers’ rights 
and provides top-rate service in a time of budgetary constraints. 1 look forward to 
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hearing from Commissioner Everson and the other witnesses as they discuss how 
the IRS is carr 3 dng out these responsibilities this year.” 

FOCUS OF THE HEARING : 

The hearing will focus on the 2006 tax return filing season, the IRS budget for 
fiscal year 2007, and current teix administration issues facing the IRS. 

DETATT,S FOR SUBMISSION OF WRITTEN COMMENTS: 

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear- 
ing record must follow the appropriate link on the hearing page of the Committee 
website and complete the informational forms. From the Committee homepage, 
http:llwaysandmeans.house.gov, select “109th Congress” from the menu entitled, 
“Hearing Archives” (http:llwaysandmeans.house.govlHearings.asp?congress=17). Se- 
lect the hearing for which you would like to submit, and click on the link entitled, 
“Click here to provide a submission for the record.” Once you have followed the on- 
line instructions, completing all informational forms and clicking “submit” on the 
final page, an email will be sent to the address which you supply confirming your 
interest in providing a submission for the record. You MUST REPLY to the email 
and ATTACH your submission as a Word or WordPerfect document, in compliance 
with the formatting requirements listed below, by close of business Thursday, April 
20, 2006. Finally, please note that due to the change in House mail policy, the U.S. 
Capitol Police will refuse sealed-package deliveries to all House Office Buildings. 
For questions, or if you encounter technical problems, please call (202) 225-1721. 

FORMATTING REQUIREMENTS: 


The Committee relies on electronic submissions for printing the official hearing record. As al- 
ways, submissions will be included in the record according to the discretion of the Committee. 
The Committee will not alter the content of your submission, but we reserve the right to format 
it according to our guidelines. Any submission provided to the Committee by a witness, any sup- 
plementary materials submitted for the printed record, and any written comments in response 
to a request for written comments must conform to the guidelines listed below. Any submission 
or supplementary item not in compliance with these guidelines will not be printed, but will be 
maintained in the Committee files for review and use by the Committee. 

1. All submissions and supplementary materials must be provided in Word or WordPerfect 
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub- 
mitters are advised that the Committee relies on electronic submissions for printing the official 
hearing record. 

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. 
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material 
not meeting these specifications will be maintained in the Committee files for review and use 
by the Committee. 

3. All submissions must include a list of all clients, persons, and/or organizations on whose 
behalf the witness appears. A supplemental sheet must accompany each submission listing the 
name, company, address, telephone and fax numbers of each witness. 

Note: All Committee advisories and news releases are available on the World 
Wide Web at http:llwaysandmeans.house.gov . 

The Committee seeks to make its facilities accessible to persons with disabilities. 
If you are in need of special accommodations, please call 202-225-1721 or 202-226- 
3411 TTD/TTY in advance of the event (four business days notice is requested). 
Questions with regard to special accommodation needs in general (including avail- 
ability of Committee materials in alternative formats) may be directed to the Com- 
mittee as noted above. 


Chairman RAMSTAD. The hearing will come to order. Welcome 
to our three distinguished panels. Welcome to all our guests. Com- 
missioner, good to see you again. In a little more than a week we 
will reach the culmination of the annual tax return filing season, 
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as we all know. This is a time of the year when Americans are re- 
minded of the tax burden they face, and the mind-numbing com- 
plexity of the Tax Code. This is also the time of the year that 
brings millions of Americans into contact with the Internal Rev- 
enue Service (IRS). I know everyone there around the country is 
working overtime these days. 105 million taxpayers will receive re- 
funds from the IRS. Taxpayers will place 25 million calls to the 
IRS, and they will make 120 million visits to the IRS website, truly 
mind-numbing numbers. 

With all of this interaction, it is important that the IRS provide 
high-quality service to taxpayers even in the face of budgetary con- 
straints. It is just as important that the Service vigorously enforce 
the law to ensure that all taxpayers pay their fair share. We know 
this is a delicate balancing act, but it is essential to maintaining 
high levels of voluntary compliance with our tax laws. 

I have been following the filing season closely, and I have some 
concerns that I will explore in detail at this hearing, that indeed, 
all of us on this Subcommittee will explore at this hearing. 

First I want to ask about the Free File Alliance. Four years ago, 
the IRS entered into an agreement with a group of tax preparation 
software companies. The purpose of the agreement was to encour- 
age more taxpayers to file their tax returns electronically. Under 
the agreement, the Government promised not to develop its own 
preparation software as the quid pro quo. In return, the companies, 
known as the Free File Alliance, would provide free preparation 
software to the American public for the taxpayers. 

For the first 3 years under the agreement, this program was suc- 
cessful, and it grew in popularity with taxpayers. Its use, in fact, 
increased by 26 percent 2 years ago, and 46 percent last year. The 
popularity of Free File was due in large part to the fact that last 
year many of the participating companies decided to offer free Fed- 
eral preparation to all taxpayers, regardless of their income level. 

However, several months ago, the IRS renegotiated this agree- 
ment, and included for the first time a cap on the number of tax- 
payers who can be served by the Free File Alliance. This is the first 
filing season in which the new agreement has been in place, and 
as you can see from the graph, use of the Free File Alliance is 
down over 21 percent, like I said, in just one year. 

We will explore today more about this agreement that seems to 
prevent many taxpayers from receiving free return preparation 
services, and apparently discourages taxpayers from electronic fil- 
ing. We will also, today, talk more about the agreement that keeps 
companies from offering free tax preparation services to taxpayers 
through the IRS website. We are going to explore this with the var- 
ious panels here today, and they know the Commissioner has some 
concerns he wants to express as well, because this 21-percent de- 
cline in the use of the program in this year alone is certainly con- 
cerning to all of us on the Subcommittee. 

In fact, as I expressed on the record, I had some concerns about 
this agreement at the time it was signed, but I wanted to see if 
it would work, but now that the numbers are in and we see a dra- 
matic drop-off in the public’s use of Free File, I think we need to 
seriously look at whether this agreement should be renegotiated. 
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We are going to also look at a number of issues facing the IRS, 
as we routinely do at these yearly oversight hearings, the one dur- 
ing the filing season. For example, a number of Members have ex- 
pressed concerns about how tax preparers handle their clients’ tax- 
payer information. Last December the IRS proposed a new rule 
that expanded some of the ways that return preparers can use tax- 
payer information. This rule has been criticized by a number of 
people, including me, but what really concerns me is current law. 
Current law allows return preparers to share taxpayers’ private in- 
formation with any third party as long as they have taxpayers’ con- 
sent. 

I fear that many taxpayers may not give meaningful consent, 
and that many taxpayers will find their private information is 
being sold to third parties. This is a real privacy issue that I know 
concerns a number of Members. 

I am interested in hearing the views of the witnesses as to 
whether Congress should consider changes to current law to pro- 
vide greater protection to taxpayer information. 

I certainly look forward to the Commissioner’s testimony as well 
as the other two distinguished panels here today on these impor- 
tant matters. 

I am now pleased to recognize my good friend, the distinguished 
ranking Member, Mr. Lewis. 

Mr. LEWIS OF GEORGIA. Thank you very much, Mr. Chair- 
man. 

Again, this year the Subcommittee is holding an oversight review 
to examine how the current tax return filing season is progressing 
and the adequacy of the administration’s proposed IRS budget for 
the coming year. Mr. Chairman, I want to thank you for conducting 
this annual hearing on the IRS. 

More than 130 million tax returns will be filed during the 2006 
tax return filing season. This year, the filing season ends a little 
later than usual, on April 17th, since April 15th is a Saturday. Re- 
ports indicate that the tax return filing season is progressing 
smoothly. 

The administration has proposed, for fiscal year 2007, an IRS 
budget of about $10.6 billion. It is important that the IRS be ade- 
quately funded and have a balanced approach to administering our 
tax laws. 

I welcome today’s hearing witnesses, and look forward to each of 
your testimonies. Importantly, I want to commend you, Mr. Com- 
missioner, I want to commend you for all of your good work, and 
all of the IRS employees nationwide for their good work, and their 
hard work to see that our tax laws are enforced, and that we get 
the revenue that is due the government. 

Thank you, Mr. Chairman. 

Chairman RAMSTAD. I thank the ranking Member, and I cer- 
tainly concur in his sentiments. Nobody has a tougher job in Wash- 
ington, except maybe the President, than you do. Commissioner, 
and you are doing a tough job very well, and all of the people that 
work for you are to be commended as well. 

We look forward to your testimony, and, please, proceed. 
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STATEMENT OF THE HONORABLE MARK W. EVERSON, 
COMMISSIONER, INTERNAL REVENUE SERVICE 

Mr. EVERSON. Thank you for those kind words. Mr. Chairman, 
Mr. Lewis, Mr. Shaw, I am pleased to he here today to testify on 
the 2007 budget request for the IRS. I will also provide you with 
an update on the tax filing season currently under way. 

Let me comment first on the tax gap. As you know, the tax gap 
is the difference between the amount that taxpayers should pay for 
a given year and the amount that they actually pay on a timely 
basis. The tax gap represents in dollar terms the annual amount 
of noncompliance with our tax laws. We have refined our research, 
and now estimate that for the year 2001, the overall growth tax 
gap for all types of tax was approximately $345 billion, or a non- 
compliance rate of 16.3 percent. Our estimate of the net tax gap, 
or what remains after enforcement and other late payments, is 
$290 billion. Our 2007 budget will help us reduce the tax gap. 

Before discussing this budget though, I want to thank you for 
your support for last year’s budget. We are using the moneys that 
Congress provided to continue our progress in building a balanced 
program of service and enforcement. The 2007 budget would sus- 
tain this progress. Our request is for $10.6 billion in direct appro- 
priations, supplemented by $135 million in incremental user fee 
revenue, to represent a total operational level of $10.7 billion, or 
1.4 percent more than this year’s 2006 budget. 

Let me touch briefly on IRS efforts in our three areas of strategic 
focus: service, enforcement and modernization, and then make brief 
comments on certain legislative proposals accompanying the 2007 
budget which we believe will help close the tax gap. 

We seek to improve service to taxpayers. We also enforce the law 
against those who do not comply. As you know, our working equa- 
tion at the IRS is “service plus enforcement equals compliance.” We 
strive to pursue a balanced and fair approach for all taxpayers. 

Eirst, services. We are enjoying a successful filing season. Elec- 
tronic filing is up by almost 3 percent from last year, reflecting a 
strong increase in the use of tax software on home computers, par- 
tially offset by the effect of the elimination of our telephone filing 
program, and as you have pointed out, Mr. Chairman, somewhat 
lower returns received via the Eree Eile Alliance. Our phone level 
of service is better than last year, as is the accuracy of our answers 
to tax law questions. 

We are also seeing continued strong growth in our community 
based volunteer tax preparation program. The VITA sites are an 
increasingly important part of our efforts, and in fact, last year, the 
IRS was recognized by the Points of Light Eoundation for its suc- 
cessful efforts. This was the first time any government agency has 
ever been so recognized. Previous recipients were March of Dimes, 
Mothers Against Drunk Driving, organizations like that, no other 
government agency. 

As to enforcement, the fiscal year 2005 results demonstrate that 
we have restored the credibility of our enforcement programs. Indi- 
vidual audits were up 20 percent from 2004 to 1.2 million. That is 
97 percent up since 2000. High-income audits were also up, and 
have now increased 120 percent since 2000. Corporate audits, 
which had bottomed out in 2003, have recovered now by over 50 
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percent. Collections are more robust. Last year we had 2.7 million 
levies against 200,000 in 2000. All told, enforcement revenues in- 
creased from $43.1 billion in 2004 to $47.3 billion last year. Con- 
cerning 2006, we expect continued progress in enforcement, al- 
though I would say, not as dramatic as some of the double-digit in- 
creases I have just indicated. We are bringing on new personnel 
with the moneys you provided, but it will take some time before 
they get fully up to speed. 

As for the modernization of our computer systems, we have real- 
ized a number of achievements. In particular, I would note the 
progress of our taxpayer master file update, the CADE system. 
Last year CADE posted 1.4 million returns. Thus far this year we 
have already processed 5 million returns through CADE. 

Before taking your questions, let me make one additional point. 
As I indicated, we refined our estimates of the tax gap. We will be 
using this information to update our audit models and selection 
procedures and to calibrate our resource allocation within our busi- 
ness units. The research also clearly indicates that where there is 
third-party reporting, there is better compliance. In this regard I 
would draw to your attention a number of proposals that accom- 
pany the President’s 2007 budget request. These proposals aim to 
address administrative and reporting issues. The most important of 
these is a proposal to mandate reporting to the IRS of gross re- 
ceipts by credit card issuers for their business customers. 

I believe the five legislative proposals that accompany the fund- 
ing request can make a significant contribution to reducing the tax 
gap. I hope they will enjoy your support. 

Finally, I would indicate that I remain a strong advocate of tax 
reform and simplification. 

Thank you. 

[The prepared statement of Commissioner Everson follows:] 

Statement of The Honorable Mark W. Everson, Commissioner, 
Internal Revenue Serviee 


Introduetion 

Chairman Ramstad, Ranking Member Lewis and members of the Subcommittee, 
I thank you for the opportunity to testify today on the 2006 Income Tax Filing Sea- 
son. I would also like to update you on both the FY 2007 budget request for the 
Internal Revenue Service as well our latest numbers of the tax gap. 

2006 Filing Season 

We expect to process almost 135 million individual tax returns in 2006, and we 
anticipate a continued growth in the number of those that are e-filed. In the 2005 
filing season, over 50 percent of all income tax returns were e-filed. 

We fully expect to exceed that number this year. As of April 1st, we have received 
nearly 54 million tax returns filed through e-file, an increase of over 3 percent com- 
pared to the same period last year. 

This increase in e-filing is being driven by people using their home computers. 
The total number of self-prepared returns that are e-filed are up by 16.9 percent 
compared to this time a year ago. Almost 15 million returns have been e-filed by 
people from the comfort of their own home, up from just over 12 million for the 
same period a year ago. Fully, 28 percent of all electronically filed returns have been 
done on home computers. This is up 3 percentage points over this time frame last 
year. 

Overall, 67 percent of the nearly 80 million returns filed thru April 1, have been 
e-filed, over a 3 percent increase compared to the same period in the 2005 filing sea- 
son. 

Encouraging e-filing is good for both the taxpayer and for the IRS. Taxpayers who 
use e-file can generally have their tax refund deposited directly into their bank ac- 
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count in two weeks or less. That is about half the time it takes us to process a paper 
return. For the IRS, the error rate for returns e-filed is less than for paper returns. 

Most people are choosing to have their teix refunds directly deposited into their 
bank than ever before. So far this year, we have directly deposited more than 44 
million refunds, or 69 percent of all refunds issued this tax filing season. This is 
up from 65 percent for the same period in 2005. 

People are also visiting our web site, IRS.gov in record numbers. The IRS has re- 
corded almost 90 million visits to our web site, up from 84 million for the same pe- 
riod a year ago. This is a 6.43 percent increase. 

The millions of taxpayers that have visited IRS.gov have benefited from many of 
the updates that we have made for this filing season. We have made it easier for 
taxpayers to get answers to many of their tax questions. The web site: 

• Allows a taxpayer to determine whether he or she qualifies for the Earned In- 
come Teix Credit (EITC); 

• Assists the taxpayer in determining whether he or she is subject to the Alter- 
native Minimum Tax (AMT); 

• Allows more than 70 percent of taxpayers the option to actually file their tax 
returns at no cost through the FreeFile program; 

• Assists hurricane victims with information on many of the changes in the tax 
laws that are designed to help them along with a toll free number for victims 
to get their questions answered; and 

• Allows a taxpayers who are expecting refunds to track its progress via the 
“Where’s My Refund?” feature on the site. 

As of April 1, we have received almost 80 million returns, a very slight decline 
over the same period as last year. We have issued 66.7 million refunds this year 
for a total of $154.3 billion. The average refund this year is $2,314, $104 more than 
last year. In addition, more than 17 million teixpayers have tracked their refund on 
IRS.gov, up almost 18 percent over last year. 

At the present time we have been able to mitigate much of the impact of retaining 
15 hours of service on our toll free lines. Our planning assumptions called for reduc- 
ing toll-free operating hours from 15 hours to 12 hours while still maintaining the 
same service level for our customers. When this change was not implemented, the 
expected savings were restored and used to increase overtime. In addition, resources 
from answering paper correspondence were diverted to telephones. To date, these 
strategies have produced positive results. 

In addition to these personnel actions, we have not yet experienced some of the 
workload increases that were anticipated as a result of the hurricane disasters. 
Overall, this filing season through March 25th, we have actually received about one 
million fewer telephone calls that last year (24.6 million in 2006 vs. 25.6 million in 
2005). As a result, our Customer Service Representative (CSR) Level of Service (per- 
cent of calls answered) is slightly above last year (84.19% in 2006 vs. 82.60% in 
2005). Additionally, we have received over 204,000 fewer pieces of correspondence 
than last year. However, because we deployed Adjustments staff to the telephones, 
paper inventories are 110.6.9% of last year (870,987 in 2006 vs. 787,491 in 2005). 
The number of cases that are overage has also increased significantly (44,915 in 
2006 vs. 32,578 in 2005). 

While it is still too early to tell if the expected hurricane disaster calls will mate- 
rialize, if they do not we are guardedly optimistic that we will be able to maintain 
these service levels for the remainder of the filing season. 

As of March 18th, our Teixpayer Assistance Centers (TACs) are reporting a 12.6 
percent decline in face to face contacts this filing season as compared to last year. 
We believe that the decline in visits to our TACs as well as the reduction in the 
number of calls is largely attributable to taxpayers increasing their use of IRS.gov 
and other electronic means to get their questions answered and obtain tax forms. 

The use of other alternatives, such as volunteer return assistance at Volunteer 
Income Tax Assistance (VITA) sites and Tax Counseling for the Elderly sites 
(TCEs), has steadily increased while the numbers of TAC contacts have decreased. 
In FY 2005 over 2.1 million returns were prepared by volunteers. As of March 25th, 
volunteer return preparation is up 6.5 percent above last year’s level. Volunteer e- 
filing is also up, by 4.5 percent over the same period in the last teix filing season. 
This is reflective of continuing growth in existing community coalitions and partner- 
ships. 

Free File 

I recognize there have been some questions raised as to the renewal of our Free 
File agreement. Allow me to update you on the both the background of Free File 
and the new agreement. 
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Free File’s roots can be found in the President’s FY 2002 Management Agenda. 
It contained five Government-wide initiatives, one of which was to expand electronic 
government. The overarching goal was to “champion citizen-centered electronic gov- 
ernment that will result in major improvements in the federal government’s value 
to the citizen.” 

Subsequently, in November 2001, OMB’s Quicksilver Task Force established 24 
e-government initiatives as part of the President’s Management Agenda. These ini- 
tiatives were designed to improve government-to-government, government-to-busi- 
ness, and government-to-citizen electronic capabilities. 

One initiative instructed the IRS to provide free online tax return preparation and 
filing services to teixpayers. In accordance with this 0MB directive, the IRS began 
working in partnership with the tax software industry to develop a solution. Two 
principles guided its development: no one should be forced to pay extra to file his 
or her return and the IRS should not get into the software business. 

The IRS believes that private industry, given its established expertise and experi- 
ence in the field of electronic tax preparation, has a proven track record in providing 
the best technology and services available. Rather than entering the teix software 
business, IRS’ partnership with private industry: (1) provides teixpayers with high 
quality services by using the existing private sector expertise; (2) maximizes con- 
sumer choice; (3) promotes competition within the marketplace; and (4) meets these 
objectives at the least cost to teixpayers. 

On October 30, 2002, the IRS and the Free File Alliance, LLC, signed an agree- 
ment that created a public-private partnership to provide free services to the major- 
ity of tcixpayers. 

The Free File Alliance, LLC, is a private-sector consortium of teix preparation soft- 
ware companies. The original agreement was for three years with a series of two 
year renewal options. The primary candidates for Free File were those taxpayers 
who prepare their own teixes and still file paper returns. 

while membership in the Alliance may change from time to time, all members 
must meet certain IRS standards. Specifically, we must approve each member’s pro- 
prietary tax preparation software. In addition, each member must obtain third party 
privacy and security certification. Finally, all Alliance members must adhere to all 
Federal laws regarding taxpayer privacy. 

Each Free File Alliance member was allowed to set taxpayer eligibility require- 
ments for its program. Generally, eligibility was based on such factors as age, ad- 
justed gross income, state residency, eligibility to file a Form 1040EZ or for the 
Earned Income Tax Credit. But, as a whole, under the original agreement, the Alli- 
ance was required to provide free services to at least 60 percent or 78 million of 
the nation’s individual tcixpayers. In addition, all active armed forces, federal reserv- 
ist and National Guard personnel were eligible to free file through a separate pro- 
gram operated by the military. 

While the IRS did not support or endorse any Free File Alliance company or prod- 
uct offered, it did provide a listing of the Alliance members via the Free File web 
page, which is hosted on IRS.gov. Companies were allowed to offer ancillary services 
to taxpayers for a fee, but the taxpayer was under no obligation to purchase any 
of those services as a condition of getting their Federal teix return prepared free of 
charge. 

The intent of the Free File program was to reduce the burden on individual tax- 
payers, make tax preparation easier and expand the benefits of electronic filing to 
a majority of Americans. In the 2003 filing season, 2.8 million taxpayers took advan- 
tage of Free File. This number rose to 3.4 million in 2004. In 2005, the number in- 
creased to over 5 million. 

The 2005 number may be a bit of an aberration in that many of the companies 
in the Alliance opted to lift qualification restrictions on taxpayers thus allowing any 
taxpayer, regardless of income, to utilize Free File. This started as some companies 
sought a competitive advantage by expanding their base and ended with many of 
the companies’ offering free return preparation services to anyone. 

While this was good for taxpayers in general, it posed a serious threat to the sur- 
vival of the Alliance and was a prime topic of discussion when the contract was up 
for renewal at the end of last year. Many of the companies could not continue in 
the Free File Alliance unless it returned to offering the free service to low and mod- 
erate income individuals. The loss of these companies would have jeopardized the 
continued existence of the Alliance. 

As we prepared for negotiations to extend the Free File agreement in 2005, the 
IRS took the position that Free File should be available to as many taxpayers as 
possible. The Alliance’s position was that Free File should only be available to low 
and moderate income taxpayers. 
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As is the case in most negotiations, we compromised and agreed that Free File 
would he offered to 70 percent of taxpayers, or anyone with an AGI of $50,000 or 
less in 2005. This covers approximately 93 million of the 133 million taxpayers ex- 
pected to file. This is an improvement over our earlier agreement which only guar- 
anteed coverage of 60 percent or availability to 78 million taxpayers. The active 
armed forces, federal reservist and National Guard personnel continue to be eligible 
to free file under their own program. 

In 2006, three Free File Alliance members are offering state filing for free. Seven 
members are offering to file F4868, Extension of Time to File Individual return. As 
of the end of February, 653 extension forms had been filed. In addition, there are 
two companies offering free packages in Spanish. 

While the number of taxpayers taking advantage of Free File in 2006 will likely 
be less than in 2005, we are unable at this time to fully explain the decline. Cer- 
tainly the fact that it is not available to everyone is one factor, but there likely are 
other factors as well. 

A year ago, the Free File program was benefited greatly by a major article on the 
front page of USA Today. Immediately following that article, there was a tremen- 
dous surge of positive publicity as well as a surge in Free File usage by taxpayers. 
We have not been the beneficiary of similar publicity this year and to the extent 
we have received coverage much of it has focused on the taxpayers that Free File 
does not cover. 

One of the major concerns that many critics of the Free File program have had 
has been the ability of the Alliance members to use Free File to market other serv- 
ices to taxpayers. These include the filing of state tax refunds and the offering of 
refund anticipation loans (RALs). We make it clear to taxpayers that the IRS does 
not endorse any of these products or services nor is the completion of their tax re- 
turn at no cost conditioned on the purchase of any product or service. 

We generally do not know what, if any, fee services taxpayers actually use from 
the Free File vendors. The one service that we do have data on is refund anticipa- 
tion loans (RALs). RALs are designed to provide the taxpayer an immediate refund 
in the form of a consumer loan. Often the costs incurred with the RAL are dis- 
proportionate to the amount of the refund, especially considering that a taxpayer 
that files electronically will get the refund from the IRS in about two weeks. Unfor- 
tunately, it is often low income taxpayers, the ones that can least afford it, which 
choose RALs. 

What we are seeing from our Free File data thus far in this regard is encour- 
aging. Only 0.6 percent of the taxpayers utilizing Free File have utilized a RAL. In 
fact, half of the Free File vendors do not even offer refund anticipation loans. 

This 0.6 percent RAL participation for Free File is the lowest of any of our elec- 
tronic filing groups. Other online filers have a 0.8 percent participation rate. The 
rate for online returns done by paid teix preparers is the highest. Approximately 20 
percent of the preparer returns submitted electronically include a RAL. 

Now, I would like to talk about the President’s FY 2007 proposed budget for the 
IRS. 

President’s FY 2007 Budget Maintains the Balance between Taxpayer Serv- 
ice and Enforcement 

Our total budget request for FY 2007 is $10.6 billion in direct appropriations sup- 
plemented by $135 million in new user fee revenue, for a total operating level of 
$10.7 billion. This request represents a total increase of 1.4 percent from the FY 
2006 enacted level. The FY 2007 Budget sustains the enforcement funding increase 
provided in FY 2006 to improve teix compliance. More importantly, the budget main- 
tains the balance between service and enforcement. 

The IRS’ taxpayer service and enforcement activities are funded from the three 
appropriations: Processing, Assistance and Management (PAM); Tax Law Enforce- 
ment (TLE); and Information Systems (IS). The total FY 2007 Budget request for 
these three operating accounts is $10.4 billion supplemented by the $135 million in 
new user fee revenue, for a total operating level of $10.5 billion, or 1.8 percent in- 
crease over the FY 2006 enacted level. 

The $135 million in new user fees revenue will be generated from several in- 
creased and new user fees earned from special or non-routine services provided to 
taxpayers by the IRS. These would include such services as providing private letter 
rulings for interpretations of tax law and applications for exempt status. The largest 
portion of the anticipated increase in fees will come from new and restructured in- 
stallment agreements ($66.7 million). Another $47.1 million is expected from letter 
rulings and determinations. The remainder will come from technical training and 
enrolled agent fee increases. 
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These increased fees were designed to more fully reflect the cost of providing 
these services as required by 0MB Circular A-25. Every two years the fees are re- 
examined to see whether they reflect the full cost. 

The budget includes an additional $137 million, a 2 percent increase for enforce- 
ment to fund the pay raise and other cost adjustments needed to maintain the FY 
2006 enforcement initiative increase. Similar to last year, the President’s Budget 
proposes to fund this enforcement increase through an adjustment to the discre- 
tionary cap, which in effect would increase the amount of funding dedicated to tax 
enforcement from $6.82 billion in FY 2006 to $6.96 billion in FY 2007. The IRS will 
continue to focus its enforcement resources on efforts designed to increase compli- 
ance and reduce the teix gap. We will continue our examination of tax-exempt enti- 
ties used to violate federal income teix law and tax strategies involving international 
elements for both corporations and high income individuals. 

I would remind the Subcommittee that in FY 2005 we brought in a record of $47.3 
billion in enforcement revenue, an increase of $4.2 billion from the previous year. 
In FY 2006, we expect that total to increase to $48.1 billion, a 42 percent increase 
from FY 2001. 

We have done a lot of work at the IRS regarding our return on investment (ROD 
for the enforcement dollars we are spending. Based on that work, we estimate that 
when we receive the full productive benefits of the FY 2006 increase, the ROI for 
additional enforcement resources will be 4:1. Stated another way, we estimate that 
each dollar invested in enforcement will return four dollars in additional enforce- 
ment revenue, although this should not be interpreted as a fixed ratio. 

This estimated “return” is based on the amount of additional teix collected and at- 
tributes the revenue to the enforcement occupations that originated each case. For 
each type of IRS enforcement employee, the associated amount of additional tax col- 
lections is estimated based on an extensive data base, covering the most recent 11 
years of collection experience. 

This analysis does not include the indirect effect of increased enforcement activi- 
ties in deterring taxpayers considering engaging in non-compliant behavior. Econo- 
metric estimates of the indirect effects indicate that they may be 10 times the size 
of the direct effects, or larger. 

The $3.58 billion for teixpayer service, including the $135 million from new user 
fee revenue, will maintain our commitment to provide high-quality taxpayer services 
through improvements to information technology and other targeted efficiencies 
such as those resulting from increased electronic filing. 

The Business Systems Modernization appropriations account funds the IRS’ costs 
to develop and deploy our critical, major information systems. The requested level 
for BSM is $167.3 million, a 15.1 percent reduction from the FY 2006 level. This 
is discussed later in the testimony. 

Lastly, the Health Insurance Teix Credit appropriation (HITCA) remains a sepa- 
rate account that funds the administration of a refundable tax credit. The FY 2007 
request for HITCA is $14.9 million, a 25.8 percent reduction from the FY 2006 en- 
acted level. 

FY 2007 Detailed Budget Summary 

Our FY 2007 Budget request of $10.7 billion, which is offset by the $135 million 
in new user fee revenue, primarily funds costs to maintain the IRS’ current levels 
of service and enforcement ($272.2 million) and an initiative to consolidate the 
Philadelphia Campus ($20.9 million). This request also includes several program 
savings and efficiencies that reflect the IRS’ aggressive efforts to identify and deploy 
technology improvements that will benefit both taxpayer service and enforcement 
programs. Collectively, these cost savings total $116.1 million: 

• E-File Savings —$6,760,0001—174 FTE: This savings results from increased 
electronic filing (e-file) and a reduction in Individual Master File paper returns. 
Estimated e-file savings are based on the projected reduction in the number of 
paper returns processed each year, offset by the cost of processing e-filed re- 
turns. 

• Improvement Project Savings —$8,215,0001—135 FTE: This savings results 
from operational improvements generated by the Contact Recording, Queuing 
Management (Q-Matic), Correspondence Imaging Systems, and End-to-End 
Publishing improvement projects already in progress. 

• Competitive Sourcing Savings -$17,000,0001-242 FTE (The —242-FTE is a 
revised figure which corrects an error included in the FY 2007 President’s budget 
request for the IRS). These savings reflect efficiencies and savings that will be 
achieved through the IRS’ competitive sourcing efforts resulting from six dif- 
ferent projects in various phases of implementation. 
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• Program Efficiencies -$84,121,0001-873 FTE: (—873 FTE is a revised figure, 
which corrects an error included in the FY 2007 President’s Budget request for 
the IRS) These savings reflect Service-wide efficiencies resulting from the elimi- 
nation of duplicative overhead in internal support functions, increased produc- 
tivity through improved workload selection, and distribution techniques, auto- 
mation of certain taxpayer assistance functions, and deployment of the FY 2006 
enforcement hires to full time examiner positions. These efficiency savings can 
be realized with no adverse impact on taxpayer service and enforcement oper- 
ations. 

Of the $84 million in efficiency savings, approximately $24 million of this reduc- 
tion reflects savings from renegotiated information systems and telecommunication 
contracts. Another $38 million of these savings are based on enhanced productivity 
and efficiency of the IRS’ enforcement programs achieved by consolidating, reducing, 
and redirecting some of the overhead resources, as well as reengineering of proc- 
esses and improved workload selection techniques in examination and collection. 
Some examples of these improvements include: 

• Increased efficiency of LMSB examination process to improve identification of 
risks and issues to enable earlier issue resolution, reduce audit cycle time, and 
increase inventory turnover; 

• Conversion of enforcement trainees hired in 2006 to examiner positions, allow- 
ing veteran examiners (working as trainers) to resume exam work; 

• Re-engineering of workload selection techniques to resolve simple cases quickly, 
and concentrate resources on the most egregious cases; 

• Maintenance of audit coverage for large organizations through improved data 
collection techniques. Reduction of time required to complete compliance checks 
to place returns with agents more quickly; and 

• Improved investigative efficiencies, enhanced managerial oversight, streamlined 
business processes, and improved technological capability to process electronic 
data and evidence. 

The remaining $22 million of these savings results from efficiencies to taxpayer 
services, including the judicious distribution of workload and the automation of cer- 
tain tcixpayer assistance functions, such as the centralized monitoring of case inven- 
tories. For example, approximately $12 million of these efficiencies in teixpayer serv- 
ice are based on improvements such as: 

• Deployment of the use of the Individual Taxpayer Identification Number Real 
Time System (ITIN RTS). The ITIN RTS will save time and resources for both 
the Service and taxpayers, through automation of the process of providing an 
Individual Taxpayer Identification Number (ITIN) to taxpayers ineligible for a 
Social Security Number but required to provide identif 3 dng information on teix 
returns. 

• Reductions in printing and postage costs due to efficiencies to the current proc- 
esses for notices, and 

• Expanding the use of automated reference tools, such as operator scripts, to im- 
prove telephone operations. 

In addition to the program savings and increases for tcixpayer service and enforce- 
ment, the FY 2007 Budget includes a $5.5 million reduction to the Health Insurance 
Teix Credit Administration (HICTA) Program. This funding adjustment for HITCA 
reflects the program’s effort to align fiscal year costs with contract year expendi- 
tures. 

IRS Modernization 

The requested level for BSM of $167.3 million, a decrease of $29.7 million, will 
continue the support for Customer Account Data Engine (CADE), Filing and Pay- 
ment Compliance (F&PC) and the Modernized e-File (MeF) project along with some 
of the needed investments to upgrade our modernized infrastructure. 

After several years of cost, schedule, and performance problems, the BSM pro- 
gram has demonstrated a markedly improved performance in the past two years in 
delivering projects and releases on time, on budget, and meeting or exceeding expec- 
tations. Taxpayers are now realizing the benefits of our enhanced BSM program 
management capabilities. In FY 2006 and continuing in FY 2007, we are revising 
our modernization strategy to emphasize the release of projects to deliver business 
value sooner at a lower risk. We will concentrate on delivering releases of the major 
tax administration projects, along with infrastructure initiatives that support all 
modernization projects, and continuing our improvements to program management 
operations. These projects and initiatives address core IRS strategic priorities: tcix- 
payer service, enforcement, and modernization. 
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As part of our continuing effort to improve taxpayer service, we plan to expand 
services provided and the number of taxpayers served by Modernized E-File (MeF). 
MeF uses the latest secure Internet technology and speeds turnaround time for tax 
return submissions, equating to significant reductions in burden and time for cor- 
porate and tax-exempt taxpayers. 

As of March 25th, MeF had processed nearly 240,000 Form 1120 and 1120S cor- 
porate returns. This compares to 95,000 at this point a year ago. In addition, there 
have been another 335,000 requests for extensions as opposed to 46,000 at this point 
in 2005. In recent regulations, the IRS has mandated the nation’s largest corpora- 
tions and tax exempt organizations file electronically in 2006 through the use of 
MeF. 

Finally, we will continue to expand the use of the Customer Account Data Engine 
(CADE). CADE will ultimately replace our antiquated Master File system, which is 
the repository of taxpayer information. CADE allows faster refunds, improved tax- 
payer service, faster issue detection, more timely account settlement, and a robust 
foundation for integrated and flexible modernized systems. CADE posted more than 
1.4 million returns and generated more than $427 million in refunds in 2005. In 
2006, CADE has already posted 5.2 million returns and generated over $2.5 billion 
in refunds from electronic filers alone. We anticipate to processing an additional 1.5 
to 2 million returns during this filing season. In the 2007 filing season, we expect 
that number to rise 33 million. CADE serves as the single authoritative repository 
for account and return data for those returns. 

Private Collection Agencies (PCA) 

The American Jobs Creation Act of 2004 created section 6306 of the Internal Rev- 
enue Code, which allows the IRS to use private contractors to collect delinquent 
taxes in instances where the amount owed is not in dispute. It is important to un- 
derstand that these PCAs will be assigned cases where the teix balance is not in 
dispute and will not be performing audits or assessing penalties, or taking enforced 
collection actions of any kind. They will only be used in instances where what is 
owed has been determined but the taxpayer has not paid. 

On March 9th, we announced the award of contracts to 3 PCAs. It is our expecta- 
tion that these firms will begin work as soon as issues are resolved regarding the 
two protests to these awards. If cases are placed in FY 2006, as allowed by statute, 
the IRS will retain 25 percent of any posted revenue receipts from this program 
which we will use to supplement our existing budget (for collection related activi- 
ties). We anticipate an even greater return for FY 2007 since case placements are 
expected to increase. 

The Tax Group 

To understand the need for full funding of IRS’s proposed FY 2007 budget, one 
also needs to understand the nature of the teix gap. The tax gap is the difference 
between the amount of teix imposed on taxpayers for a given year and the amount 
that is paid voluntarily and timely. The tax gap represents, in dollar terms, the an- 
nual amount of noncompliance with our tax laws. 

It is the need to reduce that gap that drives much of what we do. This is true 
not only from a revenue standpoint, but also from a taxpayer fairness perspective. 
Our tax system is largely based on voluntary compliance and that compliance is en- 
hanced if taxpayers believe that everyone is paying their fair share. 

A year ago, we released preliminary estimates of the tax gap based on data de- 
rived from a National Research Program (NRP) study done on individual income tax 
returns from Tax Year 2001. This was the first comprehensive update of our tax 
gap estimate since 1988. We have now revised those estimates and I would like to 
summarize them for you. 

Our latest numbers show that there is an overall gross tax gap of approximately 
$345 billion, leading to a noncompliance rate of 16.3 percent. Both of these numbers 
are in the upper end of the range of estimates provided last spring. Our estimate 
of the corresponding net tax gap, or what is remaining after enforcement and other 
late payments, is $290 billion, also in the upper end of the earlier range. 

Noncompliance takes three forms: not filing required returns on time; not report- 
ing one’s full tax liability even when the return is filed on time; and not paying by 
the due date the full amount of tax reported on a timely return. We have separate 
tax gap estimates for each of these three types of noncompliance. 

Underreporting constitutes nearly 82 percent of the gross tax gap, up slightly 
from our earlier estimates. Nonfiling constitutes 8.6 percent and underpayment 9.6 
percent of the gross tax gap. 
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Individual income tax accounts for 46 percent of all tax receipts. However, indi- 
vidual income tax underreporting is approximately $197 billion. This constitutes 
about 56 percent of the overall tax gap. 

As in previous compliance studies, the NRP data suggest that well over half ($109 
billion) of the individual underreporting gap came from understated net business in- 
come (unreported receipts and overstated expenses). Approximately 28 percent ($56 
billion) came from underreported non-business income, such as wages, tips, interest, 
dividends, and capital gains. The remaining $32 billion came from overstated reduc- 
tions of income (i.e. statutory adjustments, deductions, and exemptions), and from 
overstated tax credits. 

The corresponding estimate of the self-employment tax underreporting gap is $39 
billion, which accounts for about 11 percent of the overall teix gap. Self employment 
tax is underreported primarily because self-employment income is underreported for 
income teix purposes. Taking individual income tax and self employment tax to- 
gether, then, we see that individual underreporting constitutes about two-thirds of 
the overall tax gap. 

Increasing Compliance through Service and Enforcement 

It is important to understand that the complexity of our current tax system is a 
significant reason for the tax gap. It is easy for even sophisticated taxpayers to 
make honest mistakes. We must achieve fundamental reform and simplification of 
the tax law in order to achieve significant reductions in the teix gap. 

Until we have fundamental tax reform, there are some changes in the law that 
will improve compliance and provide us with additional tools that we can use to go 
after those taxpayers unwilling to pay their fair share. Later in my testimony, I will 
discuss five specific legislative proposals that are offered as part of the FY 2007 
budget and designed to reduce the tax gap. 

IRS is committed to assisting taxpayers in both understanding the tax law and 
remitting the proper amount of tax. We are continuing to do this by maintaining 
the balance between service and enforcement that is so critical to teix administra- 
tion. 

Service 

I have already talked about IRS.gov and how it can answer many taxpayer ques- 
tions on issues ranging from the Earned Income Teix Credit (EITC) to the Alter- 
native Minimum Teix (AMT) to refund tracking. On a recent day, our site ranked 
third in overall hits according to Yahoo’s Buzz Index. The American Customer Satis- 
faction Index has ranked our site well ahead of the government benchmark in the 
areas of content, functionality, navigation, privacy, satisfaction and in many other 
areas. Thus far this year, visits to our site are up 6.43 percent over the same period 
a year ago. 

This success has been recognized by others. In 2004, IRS.gov won the Keynote 
Performance Award as the most reliable Federal web site for performance and avail- 
ability. It won the 2005 Government Computer News agency award for innovation 
and is a finalist for the 2005 Excellence.gov Award in recognition of being an out- 
standing Eederal interactive web site. 

We believe the internet has become our primary vehicle for delivering service in- 
formation to taxpayers. Please note that I said primary and not exclusive. We recog- 
nize that we will likely always have a percentage of taxpayers that we need to serve 
through either direct personal service or over the telephone, but we hope to contin- 
ually drive that number down, while at the same time improving the levels of serv- 
ice and taxpayer satisfaction. This will not only save us time and resources, but also 
will provide a valuable service to taxpayers. They can get answers to their questions 
at their home, at their convenience, rather than visiting a walk-in site. 

We continue to get good marks on various customer service surveys. Our toll free 
telephone service customer satisfaction rating is 94 percent. In FY 2006, the IRS’ 
customer assistance call centers answered 59.1 million calls. We achieved an 82.6 
percent toll-free-telephone CSR level of service, exceeding our FY 2005 target of 82 
percent. We also improved our toll free tax law accuracy rate to 89 percent, an in- 
crease from 80 percent in FY 2004. While this is the highest yearly rate ever, we 
continue to strive to improve. This filing season through February, the tax law accu- 
racy rate is 90.2 percent. 

We provided and staffed toll-free FEMA phone assistance lines for hurricane vic- 
tims and answered approximately 950,000 calls. The IRS also implemented numer- 
ous tax law changes to help the victims of hurricanes Katrina, Rita and Wilma, 
businesses located in the disaster areas, and individuals donating to charities to 
support the victims. 
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We continue to leverage community partnerships to provide free tax return prepa- 
ration assistance through successful programs such as Volunteer Income Tax Assist- 
ance (VITA) and Tax Counseling for the Elderly (TCE). In 2006, 62,000 trained vol- 
unteers at 14,000 locations across the country prepared more than 2.1 million tax 
returns, an 80 percent increase since 2001. We expect the number of customers 
served this year to exceed 2.2 million. 

I personally have had the opportunity to visit several VITA sites and I remain 
impressed hy the diligence, the competence, and the commitment of the thousands 
of volunteers that make this program work. 

For small businesses, we simplified the employment tax filing process for more 
than 950,000 small companies by allowing them to file their employment tax return 
annually, rather than quarterly. Our office of Taxpayer Burden Reduction led a col- 
laborative effort to redesign the Form 1041 Schedule K-1, which among other 
things, is used to report income, deductions, and credits from trusts and estates to 
beneficiaries. 

We are also making progress on our Taxpayer Assistance Blueprint (TAB). This 
is an ambitious, agency-wide, five-year taxpayer services plan aimed at improving 
IRS services. 

Over the past five years we have taken significant steps to understand the needs 
and preferences of individual taxpayers, our primary customers, and their rep- 
resentatives. Many studies, such as the Multilingual Initiative, the EITC outreach, 
and partnerships with organizations such as AARP and the National Community 
Teix Coalition have focused on understanding key demographic and behavioral dif- 
ferences in our customers. Before now, those initiatives have not been integrated to 
form a complete picture of customer needs. 

The TAB project will pull the pieces of the puzzle together and develop a complete 
picture of our customer base. Through a systematic data collection and analysis 
process, a dynamic plan (or Blueprint) will be developed to meet our short and long 
term business needs as it relates to taxpayer assistance and address concerns ex- 
pressed by Congress and other oversight bodies. 

In short, TAB will help us better understand our customers — their characteristics, 
how they access our services, what services they use and prefer, and if our services 
truly meet their needs. 

We are nearing completion of the first phase of the TAB project. In Phase 1, we 
are conducting research and surve 3 dng taxpayers, stakeholders, and IRS employees 
to form a preliminary assessment of teixpayer needs, preferences, and demands. We 
will complete that phase by mid-April. In Phase 2, we will perform extensive pri- 
mary research with taxpayers to refine our assessment and conclude by creating an 
IRS blueprint for taxpayer service delivery. We will complete this phase in October 
2006. 

Enforcement 

The IRS made significant progress towards achieving its enforcement related 
goals in FY 2005. We achieved increases in every major area of enforcement. We 
have: 

• Audited nearly 220,000 high income teixpayers in 2005, more than double the 
number audited in 2000. 

• Increased audits for individuals to 1.2 million, 20 percent more than 2004 and 
almost double the level five years earlier. 

• Audited nearly 5,000 businesses with assets over $250 million, an increase of 
11 percent. In addition, we audited one out of every five companies with assets 
of $10 million. Finally, audits of businesses with less than $10 million in assets 
rose 145 percent from 2004. 

• Increased enforcement revenue from audits of corporations and individuals to 
$17.7 billion in 2005, compared to $10.7 billion in 2003. 

• Increased overall collections from heightened enforcement efforts by 10 percent, 
from $43.1 billion in 2004 to $47.3 billion in 2005. 

• Generated more than $4.7 billion in revenue through two prominent settlement 
initiatives aimed at reducing examination and litigation expenses while deter- 
ring the use of abusive tax shelters. 

• Increased collection closure cases by 12 percent and dollars collected by 14 per- 
cent over 2004. 

• Increased convictions to 2,151 (from 1,926 in 2002) through increased produc- 
tivity. 

Combating abusive tax shelters remains a high priority in FY 2006. Last October 
we announced a global settlement initiative that covered 21 listed and non-listed 
transactions. They include a wide range of transactions involving funds used for em- 
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ployee benefits, charitable remainder trusts, offsetting foreign currency contracts, 
debt straddles, lease strips, and certain abusive conservation easements. 

Taxpayers had until January 23,2006 to file an election to take part in the global 
settlement program. Under the terms of the settlement, taxpayers will generally be 
required to pay 100 percent of taxes owed, interest and, depending on the trans- 
action, either a quarter or half the accuracy-related penalty the IRS will otherwise 
seek. 

We have been pleased by the response to this initiative, and we believe the re- 
sponse was buoyed by provisions in the Gulf Opportunity Zone Act of 2006 that 
modified the rules for calculating interest on tax deficiencies of individual taxpayers 
who participated in certain abusive tax shelters, increasing the incentives for indi- 
viduals to come forward as part of this program. 

In addition, our Large and Mid-Sized Business Division (LMSB) has issued more 
than 500 administrative summonses as part of our attack on shelter promoters, and 
we have approximately 200 active promoter examinations under way. Entities being 
looked at include banks, accounting firms, law firms and brokerage houses. We want 
to make it clear that taxpayers who take aggressive return positions relying on the 
“audit lottery” and the chance they will not be examined have made a really bad 
decision. 

In addition, we are continuing to focus on improper uses of certain tax exempt 
bonds and trusts, questionable transfer-pricing practices, offshore accounts, and 
charitable donations of intan^ble assets. 

Another enforcement priority is to assure that attorneys, accountants, and other 
tax practitioners adhere to professional standards and follow the law. Our system 
of tax administration depends upon the integrity of practitioners. The vast majority 
of practitioners are conscientious and honest, but even the honest tax professionals 
suffered from the sad and steep erosion of ethics in recent years by being subjected 
to untoward competitive pressures. 

We have done quite a bit to restore faith in the work of tax professionals. We have 
strengthened regulations governing the standards of teix practice to discourage the 
manufacturing of bogus legal opinions on the validity of tax shelters. New Treasury 
Department regulations took effect last June that revise Circular 230 governing tax 
practitioner behavior. The new regulations establish standards for written tax ad- 
vice prepared by practitioners. 

Further, additional revisions to Circular 230 were recently proposed to make dis- 
ciplinary proceedings more transparent so that practitioners may learn the types of 
behavior IRS is likely to challenge under the Circular. 

The IRS has made noncompliance by tax exempt and governmental entities and 
misuse of the tax exempt status of such entities by third parties for tax avoidance 
purposes another major enforcement priority. For example, earlier this year, we con- 
cluded that more than 30 credit counseling firms, accounting for more than 40 per- 
cent of the industry’s revenues, are not entitled to tax exempt status. The proposed 
revocations of the tax exempt status of these entities are the culmination of more 
than two years of work covering more than 60 credit counseling organizations. 

These organizations were granted tax exempt status originally because they were 
supposed to be educating and assisting people who have credit or cash flow prob- 
lems. Unfortunately, too many of these organizations instead operate for the benefit 
of insiders or are improperly in league with profit making companies. We want to 
make sure that money donated to charities goes for the purpose intended and not 
into the pockets of individuals associated with the charitable organization. 

In 2006, our Tax Exempt/Government Entities (TE/GE) division will continue to 
focus on key areas where organizations are abusing their exempt status or where 
others are using them for unintended purposes. Three of the areas in which we an- 
ticipate renewed enforcement include political intervention, compensation and abu- 
sive transactions. 

Regarding political intervention by entities claiming tax exempt status, in 2006 
we will be finishing up contacts with 130 organizations suspected of political inter- 
vention in the 2004 election. Almost half of these are churches. Thus far we have 
completed 82 examinations and have concluded that nearly three-quarters of the 
non-profits examined, including churches, engaged in some level of prohibited activ- 
ity. Most of these exams concerned one-time, isolated occurrences of prohibited cam- 
paign activity, which the IRS addressed through written advisories to the organiza- 
tions. In three cases involving non-churches, the prohibited activity was egregious 
enough to warrant the IRS proposing the revocation of the organization’s tax-exempt 
status. 

We have also issued a fact sheet designed to offer guidance to non-profits on what 
is and is not permissible activity for tax-exempt organizations. In addition, we have 
taken steps to ensure that all referrals regarding campaign activity that the IRS 
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receives from the public, as well as activity the IRS itself uncovers, are reviewed 
expeditiously, and treated consistently and fairly. 

Excessive compensation of executives also will be a main focus of our enforcement 
efforts. There are indications that tax-exempt organizations have allowed key execu- 
tives too great a voice in determining their own compensation or otherwise have not 
used due diligence in setting compensation levels. We have contacted almost 2000 
Section 501(c)(3) organizations, including about 400 private foundations regarding 
this issue. In addition, we are exploring compensation to tax-exempt hospital execu- 
tives. 

In the FY 2006 budget, our enforcement resources increased by $442 million (post- 
rescission). I know it is important to you, and it is equally important to us, to show 
a return on that investment. 

Of the total $442 million in increased funding, $180 million funds the pay and 
non-pay inflationary costs to maintain the $6.4 billion devoted to enforcement. The 
remaining $262 million funds direct costs for enhanced enforcement hiring, includ- 
ing staff for the Counsel and Appeals organizations, and associated indirect costs 
for these hires. We will focus these resources on: 

• Increased coverage of high-risk compliance problems to address the largest por- 
tion of the tcix gap — the underreporting of tax — across all major compliance pro- 
grams; 

• Complex high-risk issues in abusive teix avoidance transactions, promoter activi- 
ties, corporate fraud and aggressive transactions, resulting in increased cor- 
porate and high income audit coverage; 

• Efforts aimed at reversing the erosion of individual teix compliance and support 
of the strategy to implement a balanced compliance program; 

• Return preparer fraud identified through enhanced operations of the Fraud De- 
tection Centers located on IRS campuses; 

• Improved ability to identify compliance risks and significantly expanded cov- 
erage of tax-exempt communities; 

• Safeguarding compliant customers from unscrupulous promoters through earlier 
detection of abusive schemes and heightened efforts to prevent their prolifera- 
tion; and 

• Increased vigilance to ensure the assets of teix-exempt organizations are put to 
their intended tax-preferred purpose and not misdirected to fund terrorism or 
for private gain, including enhanced processing of questionable exemption appli- 
cations and increased technical support to the examination process. 

Legislative Proposals 

IRS understands that the complexity of the current tax system is a significant 
reason for the tax gap. It is easy for even sophisticated taxpayers to make honest 
mistakes. We must achieve fundamental reform and simplification of the tax law 
in order to achieve significant reductions in the tax gap. 

Until we have fundamental teix reform, however, there are some changes in the 
law that will improve compliance, without imposing a significant burden on tax- 
payers, and provide us with additional tools that we can use to go after those tax- 
payers unwilling to pay their fair share. 

The President’s FY 2007 proposed budget includes five legislative recommenda- 
tions, the enactment of which is critical to closing the teix gap. Collectively, these 
five changes should generate $3.6 billion over the next ten years. Allow me to ad- 
dress each proposal individually. 

The first and perhaps most important proposal would increase reporting on pay- 
ment card transactions. Our tax gap study shows clearly that increased information 
reporting and backup withholding are highly effective means of improving compli- 
ance with tax laws. More than 150 million wage earners already have their informa- 
tion reported directly by their employer to the IRS and the non-compliance rate for 
this group is less than 1 percent. All of these wage earners are also subject to man- 
datory withholding of taxes. 

Payment cards (including credit cards and debit cards) are a growing form of pay- 
ment in retail business transactions. The failure of some merchants to accurately 
report their gross income, including income derived from payment card transactions, 
accounts for a significant portion of the teix gap and creates a significant competitive 
advantage for those businesses that underreport. 

Specifically, the Administration proposes that the Treasury Secretary be given the 
authority to promulgate regulations requiring annual reporting of the aggregate re- 
imbursement payments made to merchants in a calendar year, and to require 
backup withholding by payment card companies in the event that a merchant payee 
fails to provide a valid taxpayer identification number. 
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Because reimbursement information is already provided to merchants, requiring 
this information to be reported to the IRS on an aggregate annual basis will impose 
minimal burden on payment card companies and no burden on the affected mer- 
chants. In addition, implementing a backup withholding system for payment card 
reimbursements to businesses would lead to material improvements in the compli- 
ance rates of these taxpayers without imposing a significant burden on the card 
companies. Finally, the IRS will be able to use payment card reporting information 
to better focus its resources and relieve the burden that existing audits place on 
businesses that accurately report their gross income. 

The second legislative proposal would clarify when employee leasing companies 
can be held liable for their clients’ Federal employment taxes. Employee leasing is 
the practice of contracting with an outside business to handle certain administra- 
tive, personnel, and payroll matters for a taxpayer’s employees. Typically, these 
firms prepare and file employment teix returns for their clients using the leasing 
company’s name and employer identification number, often taking the position that 
the leasing company is the statutory or common law employer of the clients’ work- 
ers. 

Non-compliance with the Federal employment tax reporting and withholding re- 
quirements is a significant part of the tax gap. Under present law, there is uncer- 
tainty as to whether the employee leasing company or its client is liable for unpaid 
Federal employment teixes arising with respect to wages paid to the client’s workers. 
Thus, when an employee leasing company files employment teix returns using its 
own name and employer identification number, but fails to pay some or all of the 
taxes due, or when no returns are filed with respect to the wages paid by a company 
that uses an employee leasing company, there can be uncertainty as to how the Fed- 
eral employment taxes are assessed and collected. 

The Administration’s proposal would set forth standards for holding employee 
leasing companies jointly and severally liable with their clients for Federal employ- 
ment taxes. The proposal would also allow employee leasing companies to qualify 
to be solely liable if they met certain specified standards. 

Our third proposal would amend collection due process procedures for employment 
tax liabilities. Currently, we are authorized to take various collection actions includ- 
ing issuing Federal teix levies to collect past-due taxes. Before a teix levy can be 
issued, however, the IRS generally must provide the taxpayer with notice and an 
opportunity for an administrative collection due process (CDP) hearing, and for judi- 
cial review. 

Frequently, an employer who fails to satisfy its Federal teix liabilities for one pe- 
riod will also fail to satisfy them for later periods, resulting in a “pyramiding” of 
unpaid taxes. Some employers who request a CDP hearing or judicial review for one 
tax period will continue to accrue, or pyramid, their employment tax liabilities dur- 
ing the CDP proceedings. Liabilities for the subsequent periods cannot be collected 
by levy until the employer has been given notice and opportunity for a hearing and 
judicial review for each period. The existing CDP framework compounds the 
pyramiding problem by depriving the government of enforced collection as a tool to 
encourage employers to satisfy their current Federal employment tax obligations. 

Our proposal would allow the levy to be imposed prior to a CDP hearing in a fash- 
ion similar to current law provisions for levies issued to collect a federal teix liability 
from a state tax refund. Taxpayers would have the right to a CDP hearing with re- 
spect to employment tax liabilities within a reasonable time after the levy. Tax- 
payers would also continue to have access to existing pre-collection administrative 
appeal rights other than CDP. 

'The fourth proposal would require increased information reporting and backup 
withholding for certain government payments for property and services. It should 
be noted that present law requires information reporting for the provision of serv- 
ices and direct sales, but does not for provisions of goods. This proposal will extend 
information reporting, with some exceptions, to the purchase of goods by federal, 
state, and local governments. 

Our proposal would authorize the Treasury Secretary to promulgate regulations 
requiring information reporting and backup withholding on non-wage payments by 
Federal, state and local governments to procure property and services. Certain pay- 
ments would, of course, be exempt. These include payments of interest, payments 
for real property, payments to tax exempt entities or foreign governments, intergov- 
ernmental payments, and payments made pursuant to a classified or confidential 
contract. 

The final legislative proposal would expand the signature requirement and pen- 
alty provisions applicable to paid teix return preparers. Under current law a paid 
tax return preparer is required to sign and include his/her teixpayer identification 
number (TIN) on an income tax return and related documents that he/she prepares 
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for compensation. Paid return preparers, however, are not required to sign and in- 
clude their TINs on non-income teix returns, such as employment teix returns, excise 
tax returns, and estate and gift tax returns, and teix return related documents filed 
with the IRS. The Administration’s proposal would expand preparer identification 
and penalty provisions to non-income tax returns and tax return-related documents 
prepared for compensation. Further, it would impose penalties for preparing tax re- 
turn related documents that contain false, incomplete, or misleading information or 
certain frivolous positions that delay collection. 

These five legislative changes strategically target areas where (1) research reveals 
the existence of significant compliance problems, (2) improvements will burden tax- 
payers as little as possible, and (3) the changes support the Administration’s broad- 
er focus on identifying legislative and administrative changes to reduce the tax gap. 

In addition to these specific legislative proposals, we will study the distinction be- 
tween independent contractors and employees under current law. The improper 
classification of employees as independent contractors is a significant problem and 
substantial contributor to the teix gap. 

Conclusions 

Mr. Chairman, Members of the Subcommittee, I would like to emphasize the fol- 
lowing points: 

• E-Filing continues to grow. Over 50 million people have already e-filed their 
return, 67 percent of all returns filed. 

• Taxpayers who are e-filing from their home computers show the greatest in- 
crease in e-filing, up almost 17 percent from a year ago. 

• Hits to IRS’ web site, IRS.gov are almost 90 million, up 6.43 percent over last 
year. 

• Returns filed by VITA and TCE sites are up 6.5 percent over a year ago. 

In addition, the best way to reduce the tax gap and continue the progress made 
last year in both service and enforcement is the adoption of the President’s proposed 
budget for FY 2007, particularly the $137 million for enforcement that is part of a 
program integrity cap adjustment, and enactment of the five legislative proposals. 

Thank you, Mr. Chairman and I will be happy to respond to any questions. 


Chairman RAMSTAD. Thank you very much, Commissioner. I 
certainly appreciate your testimony. I have a couple questions, and 
I can applaud the significant progress that you have made in a 
number of important areas that you highlighted today. 

I want to, as I said in my opening statement, ask a couple ques- 
tions about the Free File agreement. I know in your written testi- 
mony you stated that the new Free File agreement is an improve- 
ment over the original agreement because the original agreement 
guaranteed coverage of only 60 percent of taxpayers. That is a di- 
rect quote. However, I am somewhat puzzled because with this new 
agreement we have the cap on the number of taxpayers that can 
be covered under Free File, and it seems to me, based on the statis- 
tics we have seen, that the effect of the cap is that more than 40 
million Americans who could use Free File last year cannot do so 
this year. Isn’t that a major concern? 

Mr. EVERSON. If you will indulge me, let me try to talk about 
this through the passage of time here, because as you indicate, we 
think this is a very important and good program. We had the ini- 
tial three-year term, and that lapsed after last filing season, so 
then we have renegotiated with this new deal, as you indicated. 

I think that the overall tradeoff that was always in the spirit of 
the first negotiation was that the government would not get into 
the preparation of tax returns or providing software that is actually 
being provided by industry. That was sort of the quid pro quo, if 
you will, of the agreement. 
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What happened here was that, I think as the volumes grew — and 
as you indicated, Mr. Chairman, they grew rapidly, and last year 
they exceeded 5 million, and there were no caps. Some of the play- 
ers — I guess it was about 17 or 18 firms — they let it go all the way 
up. We were interested in a couple of things, and we wanted to 
make sure, as we renegotiated this, that we got as high a cap as 
possible on the income, because they indicated to us they wanted 
to put in a cap to keep it to middle-income and lower-income peo- 
ple. We were also interested in getting protection on Refund Antici- 
pation Loans (RALs). The RALs — as you know, we do not favor 
RALs. We think that they are predatory and that they are bad for 
taxpayers. They are not a real big deal in connection with the Free 
File Alliance, but what we did do was we were anxious to get more 
protections in terms of clear, up-front indication, “do you want to 
be given information or not on these kinds of products?" So, that 
was a goal that we had. 

We were working in what I would call a difficult negotiation be- 
cause the parties on the other side, they wanted to limit this as 
much as they could. Then you should know that both sides of this 
issue are present in Congress, and in a voice vote in the Senate ap- 
propriations process last fall, in October, an amendment was 
agreed to that said — and this was right in the last hours of negotia- 
tion — “The Internal Revenue Service shall provide taxpayers with 
free individual tax electronic preparation and filing services only 
through the Free File program, and the Internal Revenue Service’s 
Taxpayer Assistance Center’s tax counseling for the elderly, and 
VITA sites.” The effect of that was to say all of our leverage, which 
was that the government 1 day might provide these services for 
free to taxpayers, was effectively removed. Now, thankfully, the 
House didn’t follow that. It dropped out in the Conference Report. 

So, I think that we did our best to negotiate the best deal we 
could, but corporate interests intruded at a delicate moment in a 
negotiation, and limited what we got. We had a proposal on the 
table which would have increased that. Our threshold is about 
$50,000. That is a 70 percent level. We would have gotten a higher 
level we think had this maybe not have happened, but we got the 
protection on the RAL, so overall, I am disappointed that the vol- 
umes have gone down. There has been a lot less publicity on it. 
Last year, USA Today really trumped it up. I am hopeful that it 
will recover over the life of the program. 

Going to your point, should we renegotiate it? I want to get out 
of this year’s filing season, see where we stand, also understand 
where the Congress is, because Senators Grassley and Baucus, in 
a hearing earlier this week, were talking about more like the gov- 
ernment ought to get into this. On the other hand, I got a question 
last week from Members that were saying the Government should 
never get into this, so I am not quite sure where the Congress is 
on this issue, sir. 

Chairman RAMSTAD. I appreciate that explanation. I think 
there are some flaws or problems that you obviously have agreed 
to look at, some results that are hard to understand, quite frankly. 
I just don’t understand why the IRS should prohibit companies 
willing to offer free services to all taxpayers from doing so on the 
IRS website. I know that one member of the Alliance, to be more 
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specific, offers free Federal preparation software to all taxpayers on 
its own website and through advertisements on the Internet. The 
same company can offer free preparation software on the IRS 
website, as you know, only to taxpayers making less than $50,000. 
It just seems to me that the IRS shouldn’t prohibit companies will- 
ing to offer free services to all taxpayers from doing so on the IRS 
website. I just don’t understand that distinction. 

Mr. EVERSON. I haven’t thought of that particular point, but I 
guess that I would express some concern about trumpeting any 
commercial product on our website, even if an element of it is being 
offered for free, because obviously, the private entity is doing that 
for ultimately some commercial benefit. It is part of their program 
to 

Chairman RAMSTAD. Only to taxpayers with income under 
$50,000. 

Mr. EVERSON. Right. 

Chairman RAMSTAD. It seems to people what is good for the 
goose is good for the gander. 

Mr. EVERSON. Yes, I understand what you are saying, but I 
haven’t thought 

Chairman RAMSTAD. There is inconsistency, and I trust you 
will certainly look at that in terms of renegotiating. 

Mr. EVERSON. Yes. 

Chairman RAMSTAD. Of course, the bottom line here, if you 
look at the aggregate, as we talked about, use of Free File again, 
as the graph depicted, is down over 21 percent this year. 

Mr. EVERSON. Yes. 

Chairman RAMSTAD. Obviously, having a negative impact on 
electronic filing overall. It seems to me that can only be construed 
as a negative result of the agreement. Is it your plan or your desire 
to renegotiate the agreement? 

Mr. EVERSON. I haven’t reached a conclusion on that at this 
stage. There are two factors. One, I want to see how we do through 
the whole filing season, and one of the things we were able to do 
here also is get a little more data. I think we will have better data 
on who participated in the Eree Eile exercise through some of the 
stuff that was renegotiated. That is a good thing. We will know 
more. We will have to assess it, and then again, I do want to work 
with the Congress and understand, because I think there are two 
different views on this. 

Many people say the government shouldn’t get into this. Others 
seem to be saying the government ought to provide the software. 
That gets to this issue too, sir. 

Chairman RAMSTAD. At the very least you are 

Mr. EVERSON. We will sit back and 

Chairman RAMSTAD. You will consider renegotiating. 

Mr. EVERSON. Of course. At the end of this filing season we will 
take a good hard look at what happened and why and talk with 
all the involved parties, yes, sir. 

Chairman RAMSTAD. I want to now defer to the ranking Mem- 
ber, to recognize the ranking Member. I assume that either the 
ranking Member or other colleagues will broach the new regula- 
tions relating to the handling of taxpayer information by tax return 
preparers. 
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Mr. EVERSON. I hope not. 

Chairman RAMSTAD. There are some serious privacy concerns 
I know my friend from my Arizona has, and so I am going to now 
yield to the distinguished ranking Member, Mr. Lewis. 

Mr. LEWIS OF GEORGIA. Thank you very much, Mr. Chair- 
man. 

Again, Mr. Commissioner, I thank you for being here this morn- 
ing. I just want to ask one question. Have the tax laws become 
more complex or simpler during the past 10 years? 

Mr. EVERSON. Is this a trick question? 

[Laughter.] 

Mr. LEWIS OF GEORGIA. No, Mr. Commissioner. I would never 
attempt to trick you, Mr. Commissioner. 

Mr. EVERSON. No, of course, they get more complex all the 
time. I got this question yesterday at Small Business, and it is 
nothing new under this Congress or this administration, it is a 
steady march toward complexity that exists in our system. You 
look at something like the American Jobs Creation Act (JOBS Act) 
(P.L. 108-357), numerous provisions that we had to respond to ex- 
tremely rapidly. One that is — like just the manufacturing, the ben- 
efit for manufacturing activities entails a lot of complexity in terms 
of regulation writing and everything else. So, absolutely, we are not 
doing tax compliance any favor here, sir, as we write more and 
more laws. I would say there are two reasons for that, one, the in- 
herent complexity, and two, stability. Obviously, to the degree to 
which there is stability in a system, people or businesses can better 
understand over time what their obligations are. 

Mr. LEWIS OF GEORGIA. Thank you, sir. 

Thank you, Mr. Chairman. 

Chairman RAMSTAD. Thank you, Mr. Lewis. 

The distinguished gentleman from Florida, Mr. Shaw. 

Mr. SHAW. Thank you, Mr. Chairman. 

I would like to follow up on Congressman Lewis’s question be- 
cause I think it was at the tail end of your remarks where you 
talked about simplification. Would simplification promote compli- 
ance? 

Mr. EVERSON. I don’t think there is any question to that, sir. 
I believe that complexity obscures understanding, and the people 
who want to be compliant have a harder time. Look at something 
as important as the Earned Income Tax Credit (EITC), where there 
is a lot of complexity about whether a child qualifies. There are 
something like seven different educational credits. It is a morass 
for people to try and understand that system, let alone when you 
get into the corporate area. So, the compliant taxpayer has dif- 
ficulty. I would say the unscrupulous taxpayer takes advantage of 
the complexity, trying to tier transactions or make it harder for us 
to detect what the reality is. So, the good guys suffer and the gov- 
ernment suffers as well, from a compliance point of view. 

I am not suggesting, again, that there aren’t valid public policy 
reasons for what you do up here. 

Mr. SHAW. I think maybe we need some help there too, as to 
your last point. Where are some areas that you would look to for 
simplification? I know now that most of your tax preparers couldn’t 
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possibly file many of the returns that they have today without com- 
puters. 

Mr. EVERSON. Yes. 

Mr. SHAW. It used to be I would sit down at probably the dining 
room table or somewhere in the house, and go through it, usually 
on the morning of April 15, and pencil out my tax return, and then 
run to the post office by midnight. That is impossible now with the 
Alternative Minimum Tax (AMT) and all of these things, because 
if you try to do it by hand, you are probably going to end up with 
some errors in the return itself. Where are some areas that you 
would look to for simplification? Where should this Committee go 
to search out areas of simplification? I would like for you to include 
in your answer your thoughts with regard to the AMT. 

Mr. EVERSON. That was where I was going to start, because 
this whole concept of going through a return, and then getting to 
the end, and then we sort of pull the rug out from underneath the 
taxpayer, “Aha, that’s not your real tax. It’s over here on a sepa- 
rate schedule.” That is hard to understand. It undoubtedly makes 
people mad, and in the end, they may throw up their hands and 
say, “Geez, why bother with all this?" 

So, I think the AMT, whatever you think about it from a policy 
point of view, it hurts compliance because of that dynamic that I 
just talked about. 

Mr. SHAW. I wish we could score it that way. 

Mr. EVERSON. Yes, I don’t know if you can. I would get rid of 
that, obviously, and then I would focus on these credits that I have 
mentioned, the multitude of credits is one area that is problem- 
atical. I think that the incredible complexity on the corporate side 
of the ledger is also an area that is damaging or corrosive to the 
system, if you will. 

Mr. SHAW. Mr. Chairman, I would say here there is a fertile 
ground for you to spend the next couple of years in going through 
the tax code and looking over where we might do better and where 
we might be able to solve some of these problems to report back 
to the full Committee. 

Thank you, sir. Commissioner, appreciate your being here. 

Thank you, Mr. Chairman. I yield back. 

Chairman RAMSTAD. Thank you, Mr. Shaw. 

The distinguished gentleman from North Dakota, Mr. Pomeroy. 

Mr. POMEROY. So, much to ask, so little time. Mr. Chairman, 
we may need another panel round, if that would be all right. 

Mr. Chairman, you were following a particularly interesting line 
of discussion relative to the $50,000 limit. I think we will start 
right there. 

Commissioner, I like you. I think that from a management per- 
spective you have done a terrific job, and yet there are some things 
about the IRS that just make me shake my head. You are telling 
me that because one appropriations Members of Congress wrote a 
letter to you during negotiations with this Free File Alliance, you 
felt — of course, the appropriations Member writing basically the 
talking points of a couple of stakeholders that very much wanted 
to have the Free File limit, not for all taxpayers but limited to the 
$50,000 level, that based on that single letter from one Member of 
the Appropriations Committee 
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Mr. EVERSON. No, sir. 

Mr. POMEROY. You felt like 

Mr. EVERSON. No, no. Perhaps I wasn’t clear. What happened 
was, when we were in the final days of negotiation, in a voice vote 
on an appropriations bill, the Senate passed the language that I 
read. The Senate passed it, and it was part of the massive — it 
didn’t go through the authorizing Committees. This is a funda- 
mental change to our tax administration system that bypassed any 
discussion with either Finance or Ways and Means. 

Mr. POMEROY. It wasn’t adopted by the House. 

Mr. EVERSON. In the end it was not adopted by the House. It 
came out in the conference. It was not a letter, a single letter, no, 
sir. 

Mr. POMEROY. A voice vote in the Senate Approps that in the 
end didn’t 

Mr. EVERSON. A voice vote when the Appropriations bill was on 
the floor, yes, sir. 

Mr. POMEROY. So, the Senate has their version, the House has 
their version. They are reconciled in Conference Committee. This 
was not one of those items that was specifically in the legislation 
coming out of 

Mr. EVERSON. In the end, we were in the latter days of the ne- 
gotiation last fall, and there was the Senate language that came 
out of the Appropriations Committee, and then when that came to 
the floor, that amendment that I read to you was added to that. 
So, it was in the pending legislation on the Senate side. 

Now, I learned, to my peril, last year, that things that I was told 
would come out of conference, in conference, and then didn’t, par- 
ticularly on the Senate side and some of the language that we are 
living with now, that I had better take pretty seriously anything 
that is in a bill on either side of the appropriations process. 

Mr. POMEROY. I will tell you something, I think that your prin- 
cipal responsibility is to the taxpayers of this Nation, and if you 
come into your job wondering what kind of mood is Congress in 
today, you are going to have a miserable, miserable job. I think you 
need to administer the tax laws of this country in a way that bene- 
fits the taxpayers, and if Congress legislates something, you follow 
it, but you don’t have old Floyd watching legislative debate with 
Senator Hucklestuffel said this and such. Forget that. So to suggest 
to us that this kind of intramural discussion ought to force the 
Agency to knuckle under to this collusive, rotten limit advanced by 
the Alliance, is ridiculous. 

Mr. EVERSON. I am talking about at the margin, sir. We are 
talking about a couple percentage points in terms of eligibility. We 
got to 70 percent, so we protected the middle income and the lower 
income people, and we had 

Mr. POMEROY. Wait a minute. The $50,000 cap protects middle 
income people? We have just now defined middle income as $50,000 
as below? 

Mr. EVERSON. I think it covers 70 percent of the taxpayers, 
so 

Mr. POMEROY. I represent a lot of folks. North Dakota is not 
a high income State. 

Mr. EVERSON. I understand. 



25 


Mr. POMEROY. There are a lot of people who are making 
$55,000 in joint income today who would be really thrilled to know 
they have just been promoted to the upper class. That is, in my 
opinion, completely insufficient. It shows to me — and I am going to 
pursue this in future panels — that there is way too much influence 
by this — basically, the Alliance, they are supposed to be helping 
this effort. We are not supposed to be running this effort for the 
benefit of the Alliance, and I kind of think things got a little askew 
here, and I think the $50,000 cap — as long as you are so attentive 
to legislative intent, let me tell you, this legislator thinks a $50,000 
cap is absurd. 

Mr. EVERSON. Okay. I understand your view. I wanted to see 
higher. There is only so much we can do to impose an agreement 
between two parties that is being freely negotiated, but I appre- 
ciate your interest and the espousal of that side, because that side 
was silent at that point in time in the Congressional debate. 

Mr. POMEROY. Sorry to hear that. 

Chairman RAMSTAD. Thank you, Mr. Pomeroy. 

The distinguished gentleman from Georgia, Mr. Linder. 

Mr. LINDER. Thank you, Mr. Chairman. 

Good morning. 

Mr. EVERSON. Morning. 

Mr. LINDER. Nice to have you here. 

How much do you charge e-filers for filing electronically? 

Mr. EVERSON. We don’t make a charge. 

Mr. LINDER. Who does make the charge? Because people have 
been telling me that it cost them $30 to file electronically. Would 
that be the tax preparer? 

Mr. EVERSON. That would be the entity that is processing 
them. 

Mr. LINDER. Why do you want to have the gross receipts from 
credit cards information? 

Mr. EVERSON. If you will indulge me, I have a couple of charts 
that I will show you on this. If you look at the tax gap — let’s go 
to the overall tax gap map. It is kind of hard to see here, but the 
total tax gap of $345 billion, over 80 percent of that comes from 
under reporting. That is this center area. The biggest piece of the 
under reporting is off that blue column down on the left, which is 
individual under reporting, which is about $200 billion. 

If you go to the next chart, this chart shows you, sir, that the 
noncompliance rate on wages where there is third-party reporting 
and withholding is only 1 percent. 150 million Americans are used 
to getting 235 million W-2s each year. We get that information. 
People report accurately. 

If you go all the way to the right here, so there is only about $10 
or $11 billion in that tax gap is in that area, where you get third- 
party reporting withholding. 

Mr. LINDER. I am sure you are going to come to the credit card 
issue pretty soon. 

Mr. EVERSON. Yes. When you come all the way to the right 
here where you get no reporting at all, the noncompliance rate is 
more like 50 percent. This is particularly relating to Schedule C in- 
come — and this is important because over the years, since 1978, 
the percentage of people filing Schedule C returns, saying they 
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have a business, has increased by 175 percent, instead of the nor- 
mal — that is the red line there. The normal filer, that has just gone 
up by 50 percent. That is where we have no income verification. 

So, what we wanted to craft — and I got some tough questions 
from Chairman Manzullo yesterday on this because it affects the 
small businesses — we wanted to craft the least burdensome way to 
making sure we got the information on the revenues. We feel by 
having the credit card issuers report to us once a year the gross 
receipts, we will get that information, but without the small busi- 
nesses themselves having to do more reporting. 

Mr. LINDER. Is your under reporting including what you think 
is in the underground economy that doesn’t report at all? 

Mr. EVERSON. In this proposal it wouldn’t get to that because 
we are talking only about the credit cards, and when you are talk- 
ing about strictly the cash, obviously, that would fall outside of 
that. That is an even more difficult element. 

Mr. LINDER. That is 2 to 3 trillion dollars a year. 

Mr. EVERSON. 2 or 3 trillion, you are saying? 

Mr. LINDER. Yes. 

Mr. EVERSON. I don’t have an exact number on that. 

Mr. LINDER. Your under reporting doesn’t even consider an esti- 
mate of the underground economy? 

Mr. EVERSON. We don’t have — we have not captured in this 
$345 billion all of the underground economy, no, sir. 

Mr. LINDER. How much do you think is in the offshore financial 
centers in dollar denominated deposits? 

Mr. EVERSON. I don’t have an exact answer. You are saying 
how much cash is sitting offshore? I don’t have an answer for that. 
We have been pretty clear that we are very concerned about, in the 
corporate domain in particular, about the increasing difficulty of 
understanding the international transactions and the complexity 
entailing from globalization. 

Mr. LINDER. Would you believe $10 trillion? 

Mr. EVERSON. That is entirely possible. We have, as you know, 
the big trade deficits that are generating hundreds of billions of 
dollars each year, so, yes. 

Mr. LINDER. What percentage of the revenues you receive from 
income comes from corporations? 

Mr. EVERSON. From corporations, it is down — I don’t have the 
exact number with me — but I think it is about 15, 16 percent or 
something like that. 

Mr. LINDER. About 11. 

Mr. EVERSON. 11 percent. 

Mr. LINDER. 11. What do you think it was in 1950? 

Mr. EVERSON. It was much higher. I know it was 20 or 30 per- 
cent, something like that. 

Mr. LINDER. 23. Is that because they are getting better at it or 
because it is too complex? 

Mr. EVERSON. I think that those are a variety of policy choices 
that the Congress has taken in terms of what it has done, and it 
also changes the economic activity. If you go back to that map that 
I showed you a minute ago, we have estimated the corporate tax 
gap for the larger corporations at $25 billion. I believe that is prob- 
ably understated. We did not update the research on that. It may 
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be understated by half, but it doesn’t change the way I would pro- 
pose allocating our resources. 

If you look at the coverage rates we do, sir, we are already audit- 
ing each year the biggest companies, 44 percent of those businesses 
each year. So, the hard thing here, I would say, if I could be clear, 
the hard thing here goes back to this question of simplification. It 
is the structure of international transactions, the complexity of the 
Code. It would be a lot easier for us to get after more of the cor- 
porate money if we had some help on simplification. 

Mr. LINDER. Do you actually believe corporations pay taxes? 

Mr. EVERSON. Well, they pay 

Mr. LINDER. They collect them. 

Mr. EVERSON. If you are asking me to defend corporate prac- 
tices, I have spoken to this, and I have said that there are two dif- 
ferent incentives. There is an incentive to increase book earnings 
that is taking place for the public companies, and to decrease tax- 
able earnings and maximize cash. I am very concerned about that, 
and that dynamic. They have extremely good help in the sense of 
very talented attorneys and accountants. 

Mr. LINDER. They all used to work here. 

Mr. EVERSON. Yes, and who operate on a global basis. We do 
not operate on a global basis. We have worked to sort of increase 
our relationships with Inland Revenue, and everybody else, and we 
have projects where we now have an entity — be happy to have you 
come down and visit it — the Joint International Tax Shelter Infor- 
mation Center, with the United Kingdom, Canada, Australia, 
where we are sharing case information with each of those countries 
so that we can do better, because one thing I am very concerned 
about is tax arbitrage, not strictly illegal, but you need to look at 
this because increasingly a business will structure a transaction so 
it comports with one set of laws on one side, and got no tax on our 
side, and then you got no tax on the United Kingdom side either, 
because it is debt here or equity there. It is an area we need to 
look at. 

Mr. LINDER. Thank you, Mr. Chairman. 

Chairman RAMSTAD. Thank you, Mr. Linder. 

The distinguished gentleman from Arizona, Mr. Hayworth. 

Mr. HAYWORTH. Let me thank the distinguished Chairman for 
the recognition, and we thank our very distinguished guest. Com- 
missioner, thank you for coming back by, and we appreciate the 
time you spend in front of these Committees. 

As you might expect, given the nature of our constitutional office, 
we spend a lot of time talking to constituents. So it was when all 
of us were home recently, we read with great interest of proposed 
new regulations from the IRS relating to the handling of taxpayer 
information by tax return preparers. Commissioner, I must tell 
you, at the various townhalls that I conducted across the width and 
breadth of the Fifth Congressional District of Arizona, there was 
genuine concern about privacy protection. 

One of the proposed regulations would allow preparers to use 
taxpayer information to solicit taxpayers for financial services of- 
fered by unrelated third parties. I will tell you that I am hearing 
from my constituents, and they are not vague on this at all. They 
are very concerned at what seems to be an unnecessary and unwise 
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expansion for current rules and regulations. Can you tell me why 
you think this change is important? 

Mr. EVERSON. Absolutely. It comes back to some of the remarks 
that the Chairman made in the opening statement. This area, the 
regulations in this area have been in effect since 1974. Under the 
law, a taxpayer could always have that information shared with 
others if there was consent by the taxpayer. We felt that — what 
had happened was there had been a change over the years, these 
standards were too general. They didn’t recognize what had evolved 
with the Internet, outsourcing the preparation of hundreds of thou- 
sands of returns in India and places like that. There was a lot of 
concern that came from this body, in part, the outsourcing of the 
returns. 

As we look at this, we said, “Geez, we need to tighten up in this 
area.” We think we have tightened up in this area. What our pro- 
posal seeks to do is to make some pretty clear standards and im- 
prove the consent process, if you will. It even goes so far as to have 
a type size that has to be there so that it is not in some little para- 
graph at the end of something you are signing when you are under 
pressure to get a return finished. 

As I look at this — and there have been a lot of comments on both 
sides of this — I think that we are tightening this up. I think this 
is a classic kind of Washington story, where the purest in the con- 
sumer protection group who would have no information shared, 
they have been vocal and they have caused the concerns — given 
light to the concerns that you are hearing about, but the folks who 
really oppose this regulation the most, which are the corporate in- 
terests, they have been silent, relatively silent. They are writing to 
us and commenting officially, but they have been silent in the pub- 
lic space because they would like the proposal to die. 

The comments I have gotten from corporations, I will read you 
one from a letter from a lawyer. “It requires a nearly impenetrable 
morass of language to see anything.” 

If we stand down on this, this would basically be the H&R Block 
Relief Act, because right now, the big players, they can sit down 
with you when you are getting your return prepared and they say, 
“Geez, you ought to be in an Individual Retirement Account (IRA). 
We can put you in an IRA.” Yet your fellow back in Arizona, who 
has a little three-man operation, who understands your situation, 
he cannot say, “Geez, Eirst Bank and Trust down the street has got 
a product that would save you money here.” What we are trying 
to do is level the playingfield so that you, as the taxpayer, know- 
ingly consent if you want to use your information for anything 
other than just filing your return. That is what we are trying to 
do here. 

Let me make one final point if I could. I know I have gone on. 
There is talk, as the Chairman said, about changing the statute. 
What I would point out here is, the basic question is, whose infor- 
mation is this? I do think that the civil libertarians, some of whom 
are talking about this, I think they would jump down my throat 
if I said that you as a citizen couldn’t make a decision to share 
something with Jim Ramstad as a citizen. All we are trying to do 
here is make sure that if that happens, that there are clear rules 
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of the road and that it is done knowingly. That is what we are try- 
ing to do, sir. 

Mr. HAYWORTH. Mr. Chairman, I would ask your indulgence. 
I see the time has expired, but I just feel it is important to pursue 
this line of questioning. 

Chairman RAMSTAD. Proceed. 

Mr. HAYWORTH. You offered the hypothetical of the small oper- 
ations and the financial services offered down the block. It has 
been my experience, and I think the experience of virtually every 
taxpaying American, that there is already a deluge of investment 
and financial opportunities marketed to consumers, and I just won- 
der how you really believe this helps consumers. Now, you have 
talked about some of the dynamics within the tax preparation field, 
but how does it benefit consumers to set up this pipeline, because 
even in your answer you acknowledge that for so many people who 
go to different preparers, let’s say, on the morning of the 15th, try- 
ing to get things postmarked by midnight, “Yes, sure, let me sign, 
let me sign, let me sign.” Caveat emptor, of course, is a doctrine 
that has served us well. I suppose it is caveat taxpayer, but even 
with the type change, what is the benefit to consumers to see this 
information shared for yet more financial information showing up 
at their doorstep? 

Mr. EVERSON. I think there is a benefit in some instances. Ob- 
viously, you do have to weigh — and the Congress can weigh, as the 
Chairman indicated, a change in the statute to say that you want 
to draw a hard wall on this. You can weigh those two competing 
interests, because, obviously, privacy — we are very concerned about 
privacy of information. I have been doing some TV work on 
phishing. We are getting increasing phishing exercised. You know 
what that is, when somebody does a scam to try and get informa- 
tion. It is a big issue. 

What we were trying to do here is work with the current law in 
the context of all the changes that have taken place. We just had 
a hearing on this this week, where we get people to come in. We 
are going to digest all the comments, and we may make some re- 
finements in this, but we welcome a dialog with the Congress, be- 
cause you are right, there is a case to be made to say, “No, you 
can’t do this if you are a tax preparer.” That case can be made, I 
agree with you. However, there are other benefits that can occur, 
because some people do, sir, turn to their tax advisor as their real 
trusted financial advisor. They may not have a broker or something 
like that. 

Mr. HAYWORTH. I will just finish up. I thank you for being in- 
dulgent with the time. 

Commissioner, it also seems that advice is one area, but solicita- 
tion is something all together different. 

Mr. EVERSON. I agree with that. 

Mr. HAYWORTH. Given our constitutional charge, Mr. Chair- 
man, I have prepared information. Let me be fair about this. I 
think, for example, one of the proposed regulations that says that 
a taxpayer would be provided with information if his or her return 
was outsourced overseas, I welcome that. However, Mr. Chairman, 
it is incumbent upon us in the Congress to make sure that this 
wall of privacy exists, and I have prepared legislation to that effect 
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for us to fulfill our constitutional obligations, mindful and thankful, 
as we always are, for our friends in the IRS handling things from 
the administrative angle. It is important for constitutional officers 
to weigh in on behalf of the people to make sure that the wall of 
privacy exists, as the Commissioner pointed out, for phishing, “ph” 
phishing, if you will, on the Internet with e-mail and a variety of 
other concerns. So I welcome the Commissioner’s response and look 
forward to working with the Chairman on legislation. 

Mr. EVERSON. If I could, Mr. Chairman, I think that is a very 
fair characterization. This is worthy of a public debate, I would 
suggest, sir. 

Chairman RAMSTAD. The Chair thanks the gentleman from Ar- 
izona for his questioning. 

Commissioner, each of the five Members presently on the dais, 
has at least one more question that they would like to ask. Does 
your schedule so permit? 

Mr. EVERSON. I am okay until I think about 11:30 or so. 

Chairman RAMSTAD. We will try to be as concise as possible, 
and we will certainly have you out of here at 11:30, at which time 
we are also expecting a round of votes, so that will coincide with 
the vote schedule. 

Let me just ask you one question. I want to broach a subject that 
has not been talked about today, and that is the authorization that 
Congress gave Treasury to enter into private debt collection of de- 
linquent taxes owed the Federal government, with the obvious pur- 
pose being to shrink an incredible inventory of potentially 
uncollectible Federal tax debt. 

A number of us were strong supporters of my predecessor’s bill, 
former Chairman Amo Houghton, who authored the bill to provide 
for private debt collection, because we believe that this authority 
given the Treasury Department, the IRS, has a potential to raise 
literally hundreds of millions of dollars for the Federal government. 
These are for delinquent taxes that aren’t being paid and aren’t 
going to be paid for the most part. 

You recently said it would cost more to hire private debt collec- 
tors than to hire additional IRS employees to do the same work. 
I am not sure I understand that because we went through that, if 
you look at the legislative history, and given the various percent- 
ages charged by the debt collectors, it seems to me not entirely ac- 
curate to make that claim. Maybe you could explain. Maybe it is 
taken out of context. 

Mr. EVERSON. I think what I have said is I do believe that if 
we had infinite resources at the IRS, we could do this work as 
cheaply or more cheaply than the private sector. As you know, we 
do the President’s Competitive Sourcing Initiative and we look at 
different things all the time, different projects, and more often than 
not, the government wins because it doesn’t have to make a profit. 
So, I believe you could do this more cheaply internally. 

The reason I support this is because we have limited resources, 
as we have all indicated, in terms of appropriated funds. This ex- 
tends our reach on a segment of the debt that we want to get after. 
We are working to provide all the appropriate privacy protections 
on this. We have just awarded contracts in the first tranche to 
three. There has been a protest that has been lodged. That runs 
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for 100 days, so that will run till the end of June with GAO, and 
we are hopeful that will be resolved, and then we will get after 
this, and that it will prove successful. 

I didn’t mean to imply that this is a bad deal for the Govern- 
ment. It is not a bad deal. Mr. Rothman, in Appropriations, was 
trying to get me to say I was wasteful. I don’t believe this is waste- 
ful. I think this is an intelligent thing that we have done, and we 
will do a good job of it. 

Chairman RAMSTAD. I certainly appreciate that clarification, 
and that is what I assumed you would say, and that has been your 
position certainly, because given the limited resources with which 
you are operating, it seems to me that without private debt collec- 
tion, this debt is sure to go uncollected. So, I appreciate it. 

So, when then, given the 100-day period you mentioned pursuant 
to the protest, when can we expect that private debt collection 
firms will begin collecting taxes owed the Federal government? 

Mr. EVERSON. Later this fiscal year is our hope that we will fi- 
nally get after it. We are ready to go. We are taking some steps 
that we can do now in terms of some background checks and some 
of the potential individuals who will be doing the work. We have 
worked very carefully to develop models for the training, and 
again, I want to reassure the Committee that — it goes back to this 
privacy issue — we are very sensitive to that and the private debt 
collectors, and they are already being used in the vast majority of 
States, and they are being used by the Federal Government for 
education loans and things like that. We are going to make sure 
that the standards are pretty rigorously enforced. 

Chairman RAMSTAD. As you alluded, a number of critics of this 
authority are still raising concerns about the private debt collection 
program, and maybe you could just outline very briefly the safe- 
guards that the IRS has instituted, the safeguards which you al- 
luded to to protect taxpayer privacy and taxpayer rights. 

Mr. EVERSON. I think it really comes down to two areas. It 
comes down to within a parameter that they have to have the same 
standards that we do in terms of they can’t share information. It 
comes down to training, and we have been working on developing 
good training models on this, and then it will have very rigorous 
contract performance monitoring where our people are in and able 
to monitor what is happening. 

Obviously, particularly, as we ramp this up, I am acutely aware, 
sir, that as we ramp this up, we are only going to get one swing 
at bat on this and we have to do it right. I meet monthly with our 
team that includes training people, technical people on the use of 
the systems because one of the issues here is we have to make sure 
that the people who are making the calls have the same data. If 
we are talking to Mr. Pomeroy and he has sent a payment in 3 
weeks ago, but the private contractor doesn’t have that reflected, 
that is not going to be good. So, there is a system element here too. 

Chairman RAMSTAD. I don’t think you will get any disagree- 
ment from this panel that it has to be done right, that there is only 
one, as you put it, crack at the bat. I think those parameters you 
spelled out will result in getting it right, in administering this in 
a fair manner, one that protects taxpayer rights, taxpayer privacy. 
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and one, at the same time, an effort that at the same time will 
yield good results for the Federal Treasury. 

Mr. EVERSON. Yes. If I can make one final point on this. I know 
that Mr. George, who is the Inspector General — ^you will he hearing 
from him later — he has made this one of his personal areas of con- 
cern, so we are going to get — as has the Taxpayer Advocate — we 
are going to get a lot of help, sort of if anybody sees anything going 
awry here, very quickly we will see it and respond. 

Chairman RAMSTAD. Thank you again. Commissioner. 

The Chair now recognizes the distinguished gentleman from 
North Dakota, Mr. Pomeroy, for a second question. 

Mr. POMEROY. Thank you. 

I have three quick items. First one, you and I have talked about 
the tax treatment of conservation reserve payment for retired farm- 
©rs 

Mr. EVERSON. Yes. 

Mr. POMEROY. The self-employment applied, the question that 
exists on that. 

Mr. EVERSON. Yes. 

Mr. POMEROY. We had worked to get this as a work item to get 
resolution from the Service. Where is that? 

Mr. EVERSON. It has been in the guidance plan, I guess, this 
year. It was in last year. I think it got squeezed out because of that 
JOBS Act and all the things that happened there, but I checked 
on this, having been reliably informed you might ask about it. Our 
guidance here ends June 30th. I am confident we are going to get 
this resolved. Now, I am not sure you are going to get the answer 
that necessarily some of your folks would be interested in, but I 
think we will get this done by June 30th with the guidance plan. 

Mr. POMEROY. Well, you are going to have favorable resolution. 

Mr. EVERSON. I know, I know. 

Mr. POMEROY. The next issue. You never see the day where 
you have in the U.S. Post Office, a little private vendor in the cor- 
ner, “Get your payday loan here.” You just never have that. The 
Federal Government is not going to sponsor what I believe is pri- 
vate enterprise engaged in such shoddy, predatory lending with 
usurious rates charged by those that might participate. 

Yet the Consumer Law Center and the Consumer Federation of 
America tell us that the effective annualized rate of an RAL, based 
on a 10-day loan period, and then annualized — or an average re- 
fund size of $2,150. An annualized rate for that loan is 178 percent, 
and that loan gets even worse if the refund — if someone’s taking 
out an anticipation loan on a smaller refund. 

Mr. EVERSON. Right. 

Mr. POMEROY. I am anxious about minimum standards that 
these Free File partners of ours need to have. In my opinion, when 
we refer taxpayers to them from the IRS website for Free File, and 
then they are just free to market this stuff that does not involve 
sufficient minimum quality standards, I believe, I think it is very 
much like the payday loan guy sitting in the corner of a post office. 
So, I have encouraged you in the past to look at minimum quality, 
minimum standards for the products that our Free File Alliance 
partners might be selling, so that it is appropriate. Has that gone 
forward? 
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Mr. EVERSON. Let me make a general comment. First of all, I 
don’t like these RALs. I particularly don’t like the fact that some 
of the preparers keep an interest in the paper. I think the banks 
want that because they feel that they get a more reliable indication 
that the loan will be repaid. Yet I am concerned about the inherent 
conflict there. It gets back to sort of this privacy issue, and what 
are we allowing preparers to do. 

Mr. POMEROY. Right. 

Mr. EVERSON. Your concern is one that we had that we ad- 
dressed in this negotiation that the Chairman was talking about 
earlier and that you were mentioning. In actual fact, my under- 
standing, sir, is that the percentage of Free File participants who 
actually get the RALs is de minimis. It is less than 1 percent, in 
contrast to a much higher number for folks who walk into a pre- 
parer and someone says, “By the way, do you want your money this 
afternoon?" 

Mr. POMEROY. Yes, but we don’t sponsor those. 

Mr. EVERSON. So, what we did though was we put in some ad- 
ditional standards, and I think to be very clear, up front, when you 
come on, do you want to be solicited or not for this kind of a prod- 
uct? That’s the change we put in to be absolutely clear that you do, 
if you want to go down that road. Then if you say no, I believe you 
cannot then — there is no other pop-up that takes place. 

Mr. POMEROY. Right. I do encourage — I think the Service has 
a continuing obligation to make sure our private partners are only 
offering acceptable quality products to the taxpayers. 

The final issue really relates to something that Congressman 
Hayworth was asking about, privacy, and privacy in the context of 
this taxpayer information. Congress is embroiled in an immigration 
debate, and I am wondering if the Service is involved in discussions 
with any segment of Congress or the Treasury Department regard- 
ing use of taxpayer data for immigration enforcement? I would be 
terribly alarmed if there were discussions along that line pro- 
ceeding. 

Mr. EVERSON. Mr. Pomeroy, I think this did come up, and 
there was a hearing in this room some 4 or 6 weeks ago that in- 
volved the U.S. Department Homeland Security (DHS) and Social 
Security, and myself It was part of the Subcommittee on Social Se- 
curity, and some of the Members here, Mr. Hayworth in particular, 
were present. 

What I have said on this issue is that I do not oppose the sharing 
of that information. I understand the great stakes that our Nation 
has in having a strong immigration, an effective immigration sys- 
tem. 

What I have said, however, is that against that public good — and 
there is no doubt if DHS had the information, they would be better 
able to enforce workplace rules. We must understand, though, that 
a price will be paid in our tax administration system if we go down 
that path, because right now my job is to make sure we get our 
share of the money whether you are working 

Mr. POMEROY. Not to recount. I think your view is very inter- 
esting. I am cognizant of my time being up. I just want to know, 
so we know the state of play here, are discussions proceeding re- 
garding the use of taxpayer data? 
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Mr. EVERSON. That is in the administration proposal. That is 
in the administrative proposal that is being discussed on the Sen- 
ate side, is my understanding. One of the principal areas is that, 
yes, you are strengthening the — stopping employers from hiring 
people, and if there is a no-match here, yes, they want that infor- 
mation, they do, sir. 

Mr. POMEROY. So, we are going to use taxpayer data for immi- 
gration enforcement, under discussion. 

Mr. EVERSON. That is under discussion, and I have given the 
caveat that from my point of view, this would hurt tax administra- 
tion, but I am saying if we do effective immigration reform. I am 
a former Immigration and Naturalization Services (INS) deputy, as 
you may recall. That is a big problem. We have to fix that. 

Mr. POMEROY. Thank you. 

Chairman RAMSTAD. The Chair recognizes Mr. Shaw. 

Mr. SHAW. Thank you, Mr. Chairman. I would like to proceed 
with the sharing of data problem, but going off in a different direc- 
tion. You could, in my opinion — and correct me if my opinion is all 
wrong — if we were to simply provide that the EITC is paid on So- 
cial Security wages, and then you were to get information from So- 
cial Security as to whose account has gotten credit for Social Secu- 
rity and how much that is, wouldn’t that almost eliminate any 
need to audit the EITC? I noticed on the figures that you had up 
a while ago it is like 2.39 percent of your effort is toward that. 

Mr. EVERSON. Right. 

Mr. SHAW. I would think that when you start auditing that, you 
are really talking to a lot of people who have no records or any- 
thing else, which probably makes it very difficult and probably you 
are spinning your wheels a lot. 

Mr. EVERSON. I think part of this may be income issues, but 
it is also who qualifies or not, and there is a lot of complexity as 
indicated before on the qualifying child and other issues like that. 
Let me try and frame this issue for you, sir. The EITC, we dispense 
about $40 billion a year to 22 million claimants. The cost that we 
have to run that program, which is a back end program — it is the 
largest means tested benefit program — is about $165 million. It has 
a very high error rate, which has been a concern. In contrast, if you 
look at food stamps, which has, instead of a 25 or 30 percent error 
rate, a 6 percent error rate, they dispense $30 billion a year, but 
they have a $3 billion administrative budget that is paid for or 
used by the States. 

So, what we have here is an honors system. You claim the credit, 
and at the back end the IRS looks at it, which is totally different 
than any other benefits program where there is an up-front 
verification process. That is why the audit rate is a little bit higher 
than for some other areas. 

Mr. SHAW. I think up to a certain level, the more income you 
produce or show, the better deal you get on the EITC. As I view 
the IRS, you are not really geared up to catching people for over 
reporting income, you are geared to catching them for under report- 
ing income. So, it would appear to me that if we were to simply 
say that the EITC is to be based upon Social Security — we can talk 
about dependents and all of that stuff too — but Social Security 
wages, and then you had a direct link to what has been paid in. 
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so that if somebody is trying to claim the EITC on wages that they 
didn’t pay that Social Security was not paid on, but that wouldn’t 
qualify. It would seem that that would simplify your system and 
make it very easy to back away from even having to do any audits 
in that regard. 

Mr. EVERSON. It is an interesting idea on the revenue side. As 
you indicate, you are absolutely right, there is a sweet spot at 
something like $14,000 or $15,000 dollars where the credit maxes 
out and then starts to come down until — I think it drops off en- 
tirely in the mid 30s. 

Mr. SHAW. This would also I think — and of course, another hot- 
button subject, which Mr. Pomeroy was talking about, is what 
about the wages paid of Social Security wages or wages that are 
paid where there is withholding on illegal immigrants. That is a 
whole different subject to get into, and I am not going to prolong 
the hearing to get involved in that, but that would also be an area 
that you could probably stop payment on a lot of those things and 
being able to save the American taxpayer some money. 

Thank you, and I yield back. 

Chairman RAMSTAD. The gentleman from Arizona, Mr. 
Hayworth. 

Mr. HAYWORTH. Mr. Chairman, mindful of the time and the in- 
dulgence of the Commissioner, I will yield to my friend from Cali- 
fornia if that is okay. 

Mr. NUNES. Thank you, Mr. Hayworth, appreciate that. 

Welcome Commissioner. I just want to talk briefly about the 
501(c)(3)s, and recently the IRS conducted a study where out of the 
82 examinations that you did, 59 had engaged in prohibited polit- 
ical activity. I assume you are familiar with that report. 

Mr. EVERSON. Yes, sir. 

Mr. NUNES. Which I commend you for conducting that report. 
I think it is important. I have two letters here that are dated 
March 1st from the IRS to Greenpeace, to their 501(c)(4) and the 
Greenpeace Fund, which is a 501(c)(3), in which in the letter you 
say that they continue to qualify for exemption from Federal in- 
come tax despite the fact that it clearly outlines the political activ- 
ity that was a violation of Federal law. It looks to me like from 
what they were doing, it is Enron-type accounting, where they were 
moving money from one account to another, and then never repay- 
ing the loan. 

With all the political activity that is going around this place now, 
I guess I wonder when are you actually going to enforce the law 
on some of these 501(c)(3)s, and stop them from engaging in this 
political activity? 

Mr. EVERSON. Let me make several points here. First of all, I 
will not comment on a particular matter. As this Committee is well 
aware, I can’t do that. 

Mr. NUNES. I understand. 

Mr. EVERSON. As a general comment, we were very concerned 
in the 2004 cycle about increasing indications of political interven- 
tion in 501(c)(3)s. We very much ramped up our effort on that. We 
established a small group of experts, all career people, and they 
went through a very detailed process of deciding which matters to 
look at. That was reviewed independently by the Inspector General. 
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There is no politics in any of this. As you indicate, our conclusions 
were that it did substantiate political intervention. At the extreme 
end, we have proposed the revocation of the tax exempt status for 
three of those organizations, and in fact, one of the revocations has 
been finalized. 

Most of the problems we have seen were one-time problems, 
where we issue an advisory, and the organization agrees to stand 
down on that practice. A lot of this involves education of the orga- 
nization and making sure they understand the rules of the road. 

So, we are doing two things for this 2006 cycle. We have issued 
a lot of increased guidance, a lot of sort of scenarios, what is okay, 
what is not okay, and we are going to have that same group — we 
are going to augment it as we need to — to work very quickly to ad- 
dress problems that we see. 

More broadly speaking, if I could comment upon the regulatory 
scheme here. Congress does need to look — and I have indicated this 
in my testimony on tax exempts generally — at the sanctions, be- 
cause all too often in this area, or in the area of noncompliance 
generally by exempt organizations, we are really faced with two 
choices, the imposition of a de minimis tax — in this case, 10 per- 
cent of the cost of the activity, which can be quite de minimis — or 
lifting the tax exemption, which may not, on the other hand, be in 
the public good because of the many good things the organization 
is doing. Something in the middle that has got a little more pain 
to it, I think would make our jobs easier, sir. 

Mr. NUNES. I think that is a very good point, because you can 
understand. My concern is that if you look at this activity, clearly 
these groups are sophisticated at what they are doing, especially in 
the case — I know you don’t want to comment on it — but these are 
sophisticated groups that are very good at what they do, and per- 
haps you are right, that this Committee, Mr. Chairman, should 
look more into these 501(c)(3)s, into not only the political activities 
they are doing, but the possible penalties that the IRS is able to 
enforce. I think that is a very good point. Thank you for being here 
once again. Commissioner. 

I yield back the balance of my time. 

Chairman RAMSTAD. Thank you, Mr. Nunes. 

Thank you very much. Commissioner, for your testimony today. 
I think some very important issues have been covered, and I appre- 
ciate the ongoing dialog, and look forward to working with you. 
Thank you again. 

Mr. EVERSON. Thank you, sir. 

Chairman RAMSTAD. The Chair now would ask the second 
panel to take seats so we can begin. The second panel, while they 
are coming forward, comprises the Hon. Russell George, Treasury 
Inspector General for Tax Administration (TIGTA); the Hon. Ray- 
mond T. Wagner, Chairman of the IRS Oversight Board; the Hon. 
Timothy Hugo, Executive Director of the Free File Alliance; and Di- 
rector James R. White, Director of Tax Issues at the Government 
Accountability Office (GAO). 

We will begin as soon as we get the dais rearranged. We will 
begin with you. Inspector General George, please. Take your time. 
I don’t mean to rush you at all. Inspector General. 
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STATEMENT OF THE HONORABLE J. RUSSELL GEORGE, 

TREASURY INSPECTOR GENERAL FOR TAX ADMINISTRA- 
TION, U.S. DEPARTMENT OF THE TREASURY 

Mr. GEORGE. Thank you, Mr. Chairman. Chairman Ramstad, 
Members of the Subcommittee, thank you for the opportunity to 
testify. 

The IRS’ planning for the 2006 season was unusually difficult 
due to the tax law changes enacted in response to Hurricanes 
Katrina and Rita. However, to date, my office has not identified 
any significant processing problems resulting from that. In fact, our 
review of the IRS’ preparation for the 2006 filing season has deter- 
mined that the IRS accurately updated its tax products and com- 
puter programming to incorporate tax law and other changes. 

As of March 24, 2006, the IRS has received more than 73 million 
returns. Of those, the IRS has seen an increase in electronically 
filed returns of 2.6 percent, and a decrease in paper returns of 6.5 
percent compared to the same period in 2005. Over the past several 
years the IRS has seen a steady growth in electronic filing of in- 
come tax returns. In 2005 the number of electronically filed returns 
increased to 51 percent of the total individual income tax returns 
received. While the IRS will not meet its Congressionally mandated 
goal of having 80 percent of all tax returns electronically filed by 
2007, it does expect to see continued growth in electronic filing, al- 
beit at a diminished rate. 

Although electronic filing continues to increase overall, there are 
indications that taxpayers are shifting between the various types 
of electronically filed returns, and in some segments the numbers 
of electronically filed returns is actually decreasing. Returns filed 
electronically are generated from three basic sources: paid pre- 
parers who submit their clients’ tax returns, taxpayers who pur- 
chase tax preparation software, and filed their own return via the 
Internet from their personal computers, and taxpayers who take 
advantage of free electronic filing programs, such as the Free File 
program, or in past years, the TeleFile program. 

The IRS Restructuring and Reform Act 1998 (P.L. 105-206) re- 
quired the IRS to work with the private sector to increase elec- 
tronic filing. In 2003, the Free File program was launched fea- 
turing private sector partners that allowed qualifying taxpayers to 
prepare and file their taxes online at no cost. This was made pos- 
sible through a public-private partnership consisting of a consor- 
tium of tax software companies, known collectively as the Free File 
Alliance. 

According to statistics provided by the Alliance, almost 2.8 mil- 
lion taxpayers used the program in its first year. In subsequent 
years, use of the program increased significantly to just over 5 mil- 
lion taxpayers in 2005. Following the 2005 filing season, the IRS 
and the Alliance amended their agreement which resulted in a sig- 
nificant change in the focus of the program. While the new agree- 
ment comported with the original goal of increasing the number of 
taxpayers who electronically filed their returns, it effectively 
changed the intent of the program to focus on assisting lover in- 
come and underserved taxpayers. 

The agreement limits the program’s availability to 70 percent, 
approximately 93 million taxpayers for the 2005 tax year this limit 
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equates to an adjusted gross incomes, as was discussed by the 
Commissioner, of $50,000 or less. The net impact of that during the 
2006 filing season, approximately 40 million taxpayers are not 
being offered free filing services through the program. This change, 
as was discussed, has support from Congress. With the 2005 budg- 
et, the House Committee on Appropriations restated the propo- 
sition that the Alliance is foremost intended to provide electronic 
tax return preparation and electronic filing services at no cost to 
the working poor and underserved taxpayers. This stems in part 
from the different objectives of the IRS and Alliance members. 

One of the IRS’ principal purposes for establishing the program 
was to increase electronic filing. Alliance members, however, incur 
a cost to provide these services. According to the Alliance members 
my office interviewed, their primary goal is to keep the Federal 
Government from entering the tax preparation business. Further- 
more, Alliance members we spoke to acknowledge that participants 
in the program are afforded the opportunity to market additional 
services to taxpayers. 

Overall, my office has found that the increase in electronic filing 
this season appears to be the result of a greater number of tax- 
payers paying for online filing services. As of March 18, 2006, paid 
online filing was up 25 percent. Free online filing, however, fell 21 
percent. There are two possible explanations for this disparity. Tax- 
payers who filed electronically through a practitioner last year may 
have decided to purchase software and file online this year, or tax- 
payers who filed through the Free File program last year and who 
were disqualified from participating this year, purchased software 
to file online. 

Another factor that may have contributed to the decline of free 
online filing is the elimination of the IRS’ TeleFile program. The 
IRS and the Alliance had hoped that many of the 3.3 million tax- 
payers who TeleFiled in 2005, would migrate to the Free File pro- 
gram. However, we have found that many former TeleFilers have 
instead opted to file paper returns. 

In addition, I am concerned that the Free File program may not 
be accessible to all who were eligible for it. Many low-income fami- 
lies do not have Internet access. Although the IRS Free File Inter- 
net site allows taxpayers to determine whether they qualify, find- 
ing the best software package to meet their needs may be difficult 
for less savvy computer users. 

I must point out that in preparation for today’s hearing, I called 
the IRS’ 800 number yesterday, which is, as you know, designed to 
assist taxpayers in preparing their tax returns. The many auto- 
mated options provided did not contain information on how to ac- 
cess Free File materials. When I reached an IRS assistor, she did 
not mention the program to me at all. Instead, I had to suggest to 
her that there was an opportunity to file my taxes online free of 
charge. Once I made that statement to her, I was directed to the 
IRS website for information regarding the program. 

Overall, I am concerned that changes in the Free File program 
agreement, along with the elimination of the Tele-File program, 
have contributed to a significant slowing of the growth in electronic 
filing, which will defer the efficiency gains the IRS hoped to 
achieve this year. 
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Before proceeding with any reduction in customer services, 
whether related to tax preparation and filing options, or walk-in 
and toll free telephone assistance, the IRS needs to better under- 
stand the impact of such changes on taxpayers. 

Mr. Chairman, Members of the Committee, thank you for allow- 
ing me to share my views. I would be pleased to answer any ques- 
tions you may have at the appropriate time. 

[The prepared statement of Mr. George follows:] 

Statement of The Honorable J. Russell George, Treasury Inspector General 
for Tax Administration, U.S. Department of the Treasury 

Chairman Ramstad, Ranking Member Lewis, and Members of the Subcommittee, 
1 thank you for the opportunity to testify today on the Internal Revenue Service’s 
(IRS) 2006 Filing Season and the 2007 budget proposal. 1 will discuss the challenges 
facing the IRS during the 2006 Filing Season, its longer term goal of increasing the 
number of taxpayers who file electronically, and its ability to provide quality tax- 
payer service. 

The 2006 Filing Season 

During the 2006 Filing Season, the IRS expects to process an estimated 135 mil- 
lion individual returns. One of the major challenges for the IRS each filing season 
is the implementation of tax law changes. Changes to teix law have a major impact 
on how the IRS conducts its activities, the resources it requires, and how quickly 
it can meet its strategic goals. Congress generally makes changes to tax law each 
year, and before each filing season begins, the IRS must identify tax law changes, 
revise various tax forms, instructions, and publications, and reprogram its computer 
system to ensure returns are accurately processed. 

So far, TIGTA has not identified any significant problems with the IRS’ processing 
of individual tax returns during the 2006 Filing Season. As of March 24, 2006, the 
IRS has received over 73.4 million returns. Of those, 50.3 million were filed elec- 
tronically (an increase of 2.6 percent from this time last year), and 23.1 million were 
filed on paper (a decrease of 6.5 percent from 2005). Additionally, $144.5 billion in 
refunds have been timely issued. Of this amount, $113.4 billion were directly depos- 
ited to taxpayer bank accounts, an increase of 4 percent compared to last year. 

Planning for the 2006 Filing Season was unusually difficult for the IRS because 
of many tax law changes enacted late last year in response to unprecedented nat- 
ural disasters. Disaster relief provisions were enacted into law for taxpayers affected 
by Hurricanes Katrina, Rita, and Wilma, and were intended to provide relief to 
overll million taxpayers who lived in the affected areas of the Gulf Coast, as well 
as to others who may have been adversely impacted by these storms. 

This year, TIGTA is reviewing 28 new tax law provisions and also closely moni- 
toring the implementation of changes intended to assist taxpayers adversely affected 
by the 2005 hurricanes. New teix law provisions were included in the Katrina Emer- 
gency Tax Relief Act of 2005, ^ the Gulf Opportunity Zone Act of 2005,^ and in provi- 
sions in the Working Families Tax Relief Act of 2004 ^ and the American Jobs Cre- 
ation Act of 2004,^^ all of which became effective in 2005. The latest legislation, the 
Gulf Opportunity Zone Act of 2005, was signed into law on December 21, 2005. 

TIGTA reviewed the IRS’ preparation for the 2006 Filing Season and determined 
that the IRS accurately updated its teix products and computer programming to in- 
corporate the tax law changes effective in 2005. TIGTA reviewed 42 tax forms, pub- 
lications, and instructions that required updating, and determined that they were 
accurately updated. The IRS also accurately updated its computer programming and 
returns processing programs for the new teix law provisions and other adjustments 
or changes.® TIGTA will continue to monitor the IRS’ processing of income tax re- 
turns during the 2006 Filing Season and will report its results later this year. 

Electronic Filing 

The IRS has seen a steady growth in electronic filing (e-file) of income tax returns 
over the past several years. In Calendar Year 2002, 35.9 percent of the 130.3 million 


iPub. L. No. 109-73, 119 Stat. 2016 (to be codified in scattered sections of 26 U.S.C.). 

2 Pub. L. No. 109-135, 199 Stat. 2577 (2005). 

3 Pub. L. No. 108-311, 118 Stat. 1166 (2004). 

'‘Pub. L. No. 108-357, 118 Stat. 1418 (2004). 

® Discussion Draft Report Tax Products and Computer Programs for Individual Income Tax 
Returns Were Accurately Updated for the 2006 Filing Season (Audit #200640015) 
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individual income tax returns received by the IRS were e-filed. Last year, the per- 
centage of e-filed returns increased to 51.7 percent of the total individual income 
tax returns received. The number of e-filed returns increased 46.2 percent over the 
three-year span. While the IRS will not meet its goal of having 80 percent of all 
tax returns e-filed by 2007, it does expect to see continued growth in electronic fil- 
ing, although at a somewhat diminished growth rate from year to year. For exam- 
ple, the IRS expects the e-file percentage to reach 54.1 percent this year, 57.7 per- 
cent in 2007, and 60.6 percent in 2008. 

Although e-filing continues to increase overall, TIGTA notes some indications that 
taxpayers are shifting between the various types of e-filed returns, and some seg- 
ments of e-filed returns are starting to show a decrease in the numbers filed. E- 
filed returns are generated from three basic sources — paid preparers who transmit 
their clients’ tax returns, taxpayers who purchase teix-preparation software and file 
their own returns via the Internet from their personal computers, and taxpayers 
who take advantage of free e-filing options, such as the Free File Program, or in 
years past, via the TeleFile Program. 

Overall, as of mid-March of this year, e-filing has increased 2.6 percent compared 
to the same period in 2005, although this is significantly less than the 6 percent 
increase the IRS expected. While the number of taxpayers e-filing from their home 
computers is up 16.6 percent this Filing Season, the number of teixpayers taking ad- 
vantage of free online filing is down 21 percent below last year. I am concerned that 
more taxpayers are not using the free e-filing services offered by the IRS, and I will 
discuss some issues related to the Free File and TeleFile Programs in the following 
sections of this testimony. 

Free File Program 
Background 

In February 2002, President Bush established an agenda to improve management 
of the Federal Government. One of his agenda items is E-Government. E-Govern- 
ment is an integral part of the President’s Management Agenda to make it easier 
for citizens and businesses to interact with the government, save teixpayer dollars 
and streamline citizen-to-government transactions. In response to the President’s E- 
Government initiative, the Office of Management and Budget (0MB) developed the 
EZ Tax Filing Initiative. EZ Teix Filing was intended to make it easier for citizens 
to file taxes in a Web-enabled environment. Citizens would no longer have to pay 
for basic, automated tax preparation. The goal of this initiative was to increase the 
number of citizens who filed their tax returns electronically. 

The IRS Restructuring and Reform Act of 1998 (RRA 98)® established a goal for 
the IRS of having 80 percent of Federal tax and information returns filed electroni- 
cally by 2007. It also required the IRS to work with private industry to increase 
electronic filing. In response to this requirement, in 2003 the Department of the 
Treasury (Treasury), 0MB and the IRS launched the Free File Program featuring 
private-sector partners that allow qualifying teixpayers to prepare and file their 
taxes online for free. The Treasury, 0MB and IRS made this possible through a 
public-private partnership with a consortium of tax software companies, the Free 
File Alliance, LLC (Alliance). 

The Free File Program provides taxpayers with access to free online teix prepara- 
tion and e-filing services made possible through a partnership agreement between 
the IRS and the tax software industry. Eligible teixpayers may prepare and e-file 
their Federal income tax returns using commercial online software provided by Alli- 
ance members. After the IRS and Alliance entered into a Free File Agreement, the 
Free File Program debuted in January 2003. According to statistics provided by the 
Alliance, more than 2.79 million taxpayers used the program in its first year. In 
subsequent years, use of the Free File Program increased significantly, to about 3.51 
million taxpayers in 2004, and 5.12 million taxpayers in 2005. 

The Amended Free File Alliance Agreement and Its Potential Impact on 
Electronic Filing 

After the 2005 Filing Season, the IRS and the Alliance amended their agreement 
to continue the Free File Program through October 2009. With the amended agree- 
ment, the overall focus of the Free File Program changed significantly. While the 
amended agreement still contributes to the original goal of increasing the number 
of citizens who electronically file their tax returns, new limits effectively changed 
the intent of the Free File Program. The original intent of the program was to pro- 


®Pub. L. No. 105-206, 112 Stat. 685 (codified as amended in scattered sections of 2 U.S.C., 
5 U.S.C. app., 16 U.S.C.. 19 U.S.C., 22 U.S.C., 23 U.S.C.. 26 U.S.C., 31 U.S.C., 38 U.S.C., and 
49 U.S.C.). 
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vide free teix preparation and electronic filing services to all taxpayers. The revised 
intent is to assist lower income and underserved taxpayers. 

The original 2002 agreement between the IRS and the Alliance established a min- 
imum number of taxpayers who should be served by the Free File Program and was 
more in line with the intent of the EZ Tax Filing Initiative. There is, however, some 
support in Congress for the shift in the program’s focus to lower income and under- 
served taxpayers. For example, according to the House Appropriations Committee 
Report accompanying the IRS’ FY 2005 Budget Appropriations, the Committee re- 
affirmed its position that the Alliance is first and foremost intended to provide elec- 
tronic Federal tax return preparation and e-filing services at no cost to the working 
poor and other disadvantaged and underserved taxpayers. 

As part of the amended agreement, new limits were set for participation in the 
Free File Program. The new limits stem, in part, from the differing objectives of the 
IRS and the Alliance members. One of the IRS’ principal purposes for establishing 
the program was to add another avenue for electronic filing with the intent of in- 
creasing electronic filing overall. However, Alliance members are businesses that 
incur a cost to provide free services. According to representatives of Alliance mem- 
ber companies that TIGTA interviewed,'^ their primary goal is to keep the Federal 
Government from entering the teix preparation business. A secondary benefit of 
their participation in the program is the opportunity to market their other products 
for free. Taxpayers opting to use these services provide additional revenues to Alli- 
ance members. 

Per the initial agreement, a minimum of 60 percent of all taxpayers (approxi- 
mately 78 million) were eligible for the Free File Program. Last year, the Alliance 
opened the program up to almost 130 million taxpayers. However, only 5.12 million 
taxpayers took advantage of it. The amended agreement now limits the program’s 
availability to 70 percent of taxpayers (approximately 93 million). For Tax Year 
2005, this limitation equates to an Adjusted Gross Income (AGI) of $50,000 or less. 
The maximum AGI to achieve the 70 percent limit, however, may vary from year 
to year. The net impact of this new limit is that during the 2006 Filing Season ap- 
proximately 40 million taxpayers will no longer be offered free filing services 
through the program. 

As mentioned earlier, online filing on home computers is up 16.6 percent this Fil- 
ing Season. This increase, however, appears to be the result of additional teixpayers 
paying for online filing services. As of March 18, 2006, paid online filing is up 33.8 
percent while free online filing is down 21 percent. Two possible explanations for 
the growth in online filing from home computers and the decline in free online filing 
are: 1) teixpayers who filed electronically through a practitioner last year may have 
decided to purchase software and file online this year; and 2) taxpayers who filed 
through the program last year do not qualify this year, and they purchased software 
to file online. 

Another factor that appears to have contributed to the decline in free online filing 
is elimination of the IRS’ TeleFile Program. The IRS and the Alliance had hoped 
that many of the 3.3 million teixpayers who used TeleFile in 2005 would migrate 
to the Free File Program. However, current Filing Season statistics indicate that 
many former TeleFilers are no longer electronically filing and instead are filing 
their returns on paper. 

Positive Provisions of the New Free File Alliance Agreement 

Although the changes in the amended Free File Agreement limit the number of 
taxpayers offered free tax preparation and filing services, several other changes en- 
hance the quality of the program. Under the amended agreement. Alliance members 
must adhere to more stringent disclosure on the nature, costs, and alternative meth- 
ods of receiving refunds faster. In addition, not all taxpayers will be offered a Re- 
fund Anticipation Loan (RAL). There is some controversy over RALs because of the 
high fees and rates sometimes associated with those loans. Starting in 2006, the 
agreement guarantees that some teixpayers using the Free File Program will have 
the option to prepare and file their tax return without being offered a RAL. The de- 
cision of whether or not to accept an RAL lies with the teixpayer; however, these 
new provisions make the choice more clear. If taxpayers choose to apply for an RAL, 
all terms of the loans must be fully disclosed. 

The amended agreement also increased security requirements and added perform- 
ance measures for the individual Alliance members. Alliance members must have 
third party security assessments to ensure that taxpayer information is adequately 


TIGTA interviewed a sample of 6 of the 20 Alliance member companies. 
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protected. Also, performance standards require a 60 percent acceptance rate® for 
providers who e-file returns through the program. This acceptance rate will be 
gradually increased in future years. 

Under the amended agreement, Alliance members also agreed for the first time 
to provide the IRS with an indicator that identifies those taxpayers who use the 
Free File Program. Prior to the amendment, the IRS had no way to independently 
determine how many taxpayers participated in the program, or which teixpayers 
were using it. Previously, individual Alliance members reported data on participa- 
tion in the program, and the IRS lacked a method to monitor participation. This sig- 
nificantly hampered the IRS’ ability to evaluate the program’s success or the effects 
of changes to the program. 

Difficulties Using the Free File Program 

Although the Free File Program offers some taxpayers the option to prepare and 
file their tax return for free, the program may not be accessible to all who are eligi- 
ble for it and it is not necessarily easy to use. The Free File Internet site easily 
allows tcixpayers to determine whether they qualify for the program, but finding the 
best software provider for their needs is time consuming and may be difficult for 
less savvy computer users. 

Taxpayers must access the Free File Program through the IRS’ Internet site at 
IRS.gov. The Internet site clearly identifies the basic requirements for participation 
in the program and provides a tool that guides taxpayers to free filing providers. 
This tool presents taxpayers with a number of providers from which to choose based 
on some basic information that tcixpayers provide. Although this tool guides tax- 
payers to the providers they qualify to use, the tool does not assist tcixpayers with 
determining which of those providers best meets their needs. 

Taxpayers must access each provider’s Internet site to determine the services of- 
fered and must then compare the services offered and select the provider that is the 
best for them. Additionally, each Alliance member company sets taxpayer eligibility 
requirements for its own program. These requirements may differ from company to 
company. Generally, eligibility is based on such factors such as age, adjusted gross 
income. State residency, military status or eligibility for the Earned Income Tax 
Credit. 

Although the Free File Program is currently focused on low-income taxpayers, 
many of these taxpayers do not have access to the tools to use it. For example, tax- 
payers who speak limited English have not been provided access to all the filing op- 
tions offered. Only two providers offer services in Spanish and neither of them offer 
free electronic filing of Form 4868, Automatic Extension of Time to File. 

The Free File Program also requires taxpayers to have access to a computer and 
the Internet. Taxpayers who have access to the necessary technology must also be 
savvy enough to navigate the IRS’ and the Alliance members’ Internet sites. The 
focus of the program on lower income taxpayers may be at odds with their ability 
to participate in it. In her 2004 Report to the Congress, the National Taxpayer Ad- 
vocate wrote that in 2001 approximately 50 percent of low income families® used 
a computer and only 38 percent had access to the Internet. Furthermore, access to 
a computer or the Internet does not necessarily indicate that a person has the abil- 
ity to navigate the Internet or use tax preparation software. 

The IRS offers free assistance to tcixpayers with tax preparation and filing 
through its Teixpayer Assistance Centers, Voluntary Income Tax Assistance, and 
Teix-Aide Programs as well as through the Free File Program. Similar to the Free 
File Program, taxpayers must meet certain requirements in order to receive assist- 
ance from those other programs. The Free File Program, however, is the only free 
filing option that tcixpayers may use from their homes. Taxpayers must bring their 
tax documentation to an assistance site to take advantage of the other free tax prep- 
aration and filing services. 

The addition of the RAL provisions, increased security, and added performance 
measures to the agreement are important means to further promote public con- 
fidence in the Free File Program. Adding the electronic indicator to returns filed 
through the program will provide the IRS with information to measure the pro- 
gram’s success. However, limiting the scope of the program to 70 percent of tax- 
payers has impacted the use of the program. Based on the statistics Alliance mem- 
bers provided in previous years, the new limits in the amendment to the agreement 
appear to be substantially reducing participation in the program. Furthermore, the 
AGI limit also keeps the program from achieving the full intent of the EZ Tax Filing 


® The percentage of returns an individual provider must transmit to the IRS error free. 

® Income of less than $25,000. 

National Taxpayer Advocate 2004 Annual Report to the Congress, Volume 1 December 2004. 
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Initiative, which never specified any such limits for access to free, basic, automated 
tax preparation and electronic filing. Not yet known, however, is whether the IRS’ 
ability to better understand who is using and who is not using the program will help 
the IRS better market the program and expand its usage despite the new limits. 
The answer to that question may ultimately have a significant effect on the overall 
growth rate of electronic filing. 

Elimination of the TeleFile Program 

As mentioned earlier in my statement, one factor that appears to have negatively 
impacted the Free File Programgrowth of e-filing this year is the elimination of the 
TeleFile Program. The IRS discontinued this program for individual taxpayers in 
August 2005. The TeleFile Program allowed taxpayers with the simplest teix re- 
turns to file their returns by telephone. The pilot TeleFile Program was launched 
on a limited basis in 1992, and the program became available nationally in 1997. 
The RRA 98 included the expectation that the IRS would continue to offer and im- 
prove TeleFile, and make a similar program available on the Internet. 

Despite its initial success, use of the TeleFile Program began to decrease in 1999. 
According to IRS electronic filing statistics as of April 17, 2005, approximately 3.3 
million filers used TeleFile in 2005, a 12.7 percent decline from the previous year. 
Until the IRS eliminated the TeleFile Program last year, participation in the pro- 
gram had declined every year since 1999 when 5.2 million filers used it. 

Declining use was one factor the IRS considered when deciding whether or not 
to end the TeleFile Program. Other contributing factors included the increasing cost 
of maintaining an aging TeleFile system, declining and discontinued State TeleFile 
programs, and the growing use of other electronic filing alternatives, such as the 
Free File Program. 

According to the IRS, taxpayers who previously used TeleFile may continue to file 
electronically using one of the following five methods: 

1. Tax preparers; 

2. Personal computers with Internet access and teix preparation software; 

3. IRS’ Free File Program; 

4. Free tax assistance sites, such as the Voluntary Income Tax Assistance and 
Tax-Aide Programs; and 

5. IRS Taxpayer Assistance Centers. 

However, two of the five alternatives require the teixpayer to pay for teix prepara- 
tion and filing services that were previously free, and two other options require teix- 
payers to have access to computers and the Internet. Consequently, in many cases, 
the most cost-effective avenue for the taxpayer is to file a paper tax return. Accord- 
ing to initial IRS statistics, a significant number of former TeleFile users are revert- 
ing to filing paper returns this year. As of March 17, 2006, the number of paper 
Form 1040EZ returns filed has increased 22 percent compared to this time last year 
(4.5 million in 2006 compared to 3.7 million in 2005), and there has been a cor- 
responding decrease in electronically filed Forms 1040EZ (5.8 million in 2006 vs. 7.3 
million in 2005). 

TIGTA will further evaluate the impact of the elimination of the TeleFile Program 
on taxpayers and the IRS’ efforts to increase electronic filing, and will report the 
results later this year. 

Providing Quality Taxpayer Service Operations for the 2006 Filing Season 

Providing quality customer service to the taxpayer is not only a primary goal of 
the IRS, but it is also one of its major management challenges. The Commissioner 
has frequently stated that service combined with enforcement will result in compli- 
ance. Quality taxpayer service includes helping the taxpaying public understand 
their tax obligations while making it easier to participate in the teix system. 

Since the passage of the RRA 98, the IRS’ focus on customer service has led to 
many improvements. One of the goals of the IRS is to improve taxpayer service by 
improving service options, facilitating participation in the tax system by all sectors 
of the public, and simplifying the tax process. Every year, the IRS helps millions 
of taxpayers understand their tax obligations by answering questions on its toll-free 
telephone lines or in person at local offices, making information available on its web 
site, and responding to correspondence. 

Over the past seven years, the IRS has made commendable strides in customer 
service. However, I am concerned that the IRS does not sufficiently ensure that it 
uses adequate and reliable data for making decisions that impact customer service 
operations. Recent decisions to close Taxpayer Assistance Centers (TAG) and reduce 


11 Forms 1040EZ. 
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the hours of operation for toll-free telephone service were based primarily on input 
from IRS functional areas and considered other factors that included internal prior- 
ities, resource demands, and shifts in the IRS’ customer service perspective. How- 
ever, data were not obtained from teixpayers who use these services to determine 
the impact of removing or reducing them. 

After the IRS’ closure announcement. Congress enacted legislation to delay the 
closure of any TACs.^^ The IRS is prohibited from using funds provided in the Fiscal 
Year 2006 budget appropriation to reduce any taxpayer service function or program 
until TIGTA completes a study detailing the effect of the IRS’ plans to reduce serv- 
ices relating to taxpayer compliance and taxpayer assistance. 

IRS.gov 

IRS.gov continues to be one of the most visited Web sites in the world, especially 
during filing seasons. As of the week ending March 18, 2006, the IRS is reporting 
a 5.7 percent increase in the number of visits to IRS.gov over the same period last 
filing season. The IRS now provides practitioners with online tools to provide better 
service to their customers, such as electronic account resolution, transcript delivery, 
and disclosure authorization. As of the week ending March 18, 2006, the IRS is also 
reporting a 17.9 percent increase in taxpayers obtaining their refund information 
online via “Where’s My Refund.” 

Toll-Free Operations 

The 2006 Filing Season has presented unique challenges for the IRS toll-free oper- 
ations. The IRS had also planned to reduce the hours of its toll-free telephone oper- 
ation in Fiscal Year 2006. The IRS has about 400 fewer full-time equivalents for 
toll-free telephone operations than it had in Fiscal Year 2005 because of plans to 
reduce operating hours from 15 to 12 hours per day. Congress, the Taxpayer Advo- 
cate and the National Treasury Employees Union have expressed concerns about 
the IRS reducing operating hours for the toll-free telephone lines. A new law en- 
acted in November 2005 requires the IRS to consult with stakeholder organizations, 
including TIGTA, regarding any proposed or planned efforts to terminate or signifi- 
cantly reduce any taxpayer service activity. Congress recently further defined a 
reduction of teixpayer service to include limiting available hours of telephone tax- 
payer assistance on a daily, weekly, and monthly basis below the levels in existence 
during the month of October 2005. TIGTA is currently assessing the IRS’ plans to 
reduce operating hours and will report its results later this year. 

As of March 18, 2006, assistor level of service has not been negatively impacted, 
with an IRS reported level of service rate of 84.3 percent. In addition, about 8 per- 
cent fewer assistor calls are being answered but the number of taxpayers who hang- 
up prior to reaching an IRS assistor is up 8.6 percent. The average speed of answer 
is about 60 percent of the time planned so those taxpayers who are calling and talk- 
ing with an assistor are not experiencing longer wait times. 

In planning for Fiscal Year 2006, IRS management expected fewer calls program- 
wide, even after taking into consideration teixpayers affected by Hurricanes Katrina 
and Rita. IRS management believed that most taxpayers needing disaster relief as- 
sistance obtained it during the latter part of 2005. Prior to the start of the filing 
season, TIGTA brought to IRS management’s attention our concern that more tax- 
payers than expected could call the help line with questions due to the effects of 
Hurricanes Katrina and Rita. 

After we shared our concern, IRS management raised the estimated volume of 
services to these telephone lines by about 78,000 services, from approximately 
27,000 to about 105,000 from January through June 2006, a 365.1 percent increase 
over the total Fiscal Year 2005 services provided on those telephone lines. For the 
2006 Filing Season it appears that the calls to these telephone lines are higher than 
anticipated. For example, the IRS had planned 59,081 services for one of its applica- 
tions devoted to assisting disaster victims; however, through March 16, 2006, the 
IRS has already provided 106,141 services. 

Taxpayer Assistance Centers 

The TACs are walk-in sites where teixpayers can receive answers to both account 
and tax law questions, as well as receive assistance preparing their returns. The 
IRS has acknowledged that staffing would be a challenge during the 2006 Filing 


Transportation, Treasury, Housing and Urban Development, the Judiciary, the District of 
Columbia, and Independent Agencies Appropriations Act, 2006, Pub. L. No. 109-115, 119 Stat. 
2396 (2005). 

12 The Transportation, Treasury, Housing and Urban Development, the Judiciary, the District 
of Columbia, and Independent Agencies Appropriations Act, Pub. L. No. 109—115, 119 Stat. 2396 
(2006). 
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Season since not all TACs would be fully staffed and not all TACs will provide 
standard services or standard hours of operation (from 8:30 a.m. to 4:30 p.m., Mon- 
day through Friday). As of December 1, 2006, the IRS identified 47 TACs with crit- 
ical staffing shortages (a critical vacancy is one that must be filled to ensure that 
a TAG remains open). 

The IRS took actions to minimize the impact of the staffing shortages. As of Janu- 
ary 31, 2006, the IRS had hired additional frontline technical employees, recalled 
intermittent employees back to work, detailed former TAG employees from their cur- 
rent positions in other IRS functions back to the TACs, and made plans to have 
some employees travel between TACs to ensure that all TACs remain open daily. 
The IRS’ decision to focus more resources on compliance activities, however, has fur- 
ther limited resources available for the TAC Program. As a result, the IRS has lim- 
ited some assistance services and not all TACs are open during standard operating 
hours. As of the week ending March 11, 2006, the IRS is reporting a 12.8 percent 
reduction in TAC contacts with taxpayers. 

Although the IRS publicized when TAC operating hours are limited, it did not 
publicize when TACs limit their services. When notified by TIGTA, the IRS imple- 
mented changes and standardized the list of services offered at each TAC. Further- 
more, the IRS modified its Internet site, IRS.gov, to indicate when TACs would pro- 
vide limited services. 

While planning for the 2006 Filing Season, the IRS considered the impact of Hur- 
ricanes Katrina and Rita. Specifically, the IRS accounted for all employees affected 
by the hurricanes and located alternate office space in affected areas. All TACs in 
impacted areas are open and operational for the 2006 Filing Season. The IRS also 
added services to help lessen teixpayer burden, including tax return preparation for 
taxpayers affected by the hurricanes regardless of the income guidelines. Addition- 
ally, the scope of teix law topics in which assistors are trained was expanded to pro- 
vide assistance to taxpayers with questions about casualty losses. Furthermore, the 
IRS will treat teixpayers affected by Hurricanes Katrina and Rita as meeting ex- 
treme hardship criteria. That designation allows affected teixpayers to request and 
immediately receive transcripts of prior year teix returns instead of having to order 
them and wait for delivery. 

TIGTA is currently in the process of making anonymous visits to TACs to deter- 
mine if taxpayers are receiving quality service, including correct answers to their 
questions. TIGTA will also visit additional TACs to ask teix law questions specifi- 
cally related to the Katrina Emergency Tax Relief Act of 2005. IRS assistors should 
have been trained to answer these questions. TIGTA’s preliminary observations are 
that assistors sometimes inappropriately refer taxpayers to publications to conduct 
their own research, or respond to tax law questions without following required pro- 
cedures such as using the publication method guide that requires them to ask prob- 
ing questions. 

Volunteer Income Tax Assistance (VITA) Program 

The VITA Program plays an increasingly important role in IRS’ efforts to improve 
taxpayer service and facilitate participation in the tax system. The VITA Program 
provides no-cost Federal teix return preparation and electronic filing to underserved 
taxpayer segments, including low income, elderly, disabled, and limited-English-pro- 
ficient taxpayers. These taxpayers are frequently involved in complex family situa- 
tions that make it difficult to correctly understand and apply tax law. 

TIGTA is currently in the process of visiting VITA sites to determine if taxpayers 
are receiving quality service, including the accurate preparation of their individual 
income tax returns. TIGTA developed scenarios that are designed to present volun- 
teers with a wide range of teix law topics that taxpayers may need assistance with 
when preparing their tax returns. These scenarios include the characteristics (e.g., 
income level, credits claimed, etc.) of teix returns typically prepared by the VITA 
Program volunteers based on an analysis of the Teix Year 2004 VITA-prepared tax 
returns. TIGTA’s preliminary observations are that volunteer sites do not always 
use the tools and information available when preparing returns. 

Conclusions 

To date, TIGTA has not identified any significant processing problems during the 
2006 Piling Season. Furthermore, the IRS has taken a number of actions to ensure 
that taxpayers impacted by Hurricanes Katrina and Rita are able to obtain disaster 
relief assistance. TIGTA will continue monitoring the IRS’ administration of the dis- 
aster relief provisions to ensure that impacted taxpayers are receiving the relief to 
which they are entitled. 

While the 2006 Filing Season appears to be progressing without major problems, 
I am concerned that changes in the Free File Agreement as well as the elimination 
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of Telefile Program may have contributed to a significant slowing of the growth in 
electronic filing this year. This slowed growth comes at a time when the IRS is still 
far from reaching Congress’ goal of 80 percent electronic filing by 2007. Slower 
growth in electronic filing will defer the efficiency gains for the IRS that result from 
electronic filing. 

Reducing customer services, such as TAG closures, the elimination of the TeleFile 
Program, and a reduction in toll-free hours of operation, to gain resource efficiencies 
must be carefully considered before any further decisions are made. TIGTA con- 
tinues to be concerned that the IRS does not ensure that it has adequate and reli- 
able data prior to making decisions that impact customer service operations. Before 
proceeding with these efforts, the IRS needs to better understand the impact of such 
changes on taxpayers as well as teixpayers’ abilities to obtain these services through 
alternative means. 

I hope my discussion of some of these 2006 Filing Season issues will assist you 
with your oversight of the IRS’ filing season operations. Mr. Chairman and Mem- 
bers of the Subcommittee, thank you for allowing me to share my views. I would 
be pleased to answer any questions you may have at this time. 


Chairman RAMSTAD. Thank you, Mr. George. The Chair would 
now recognize the Honorable Raymond T. Wagner. Chairman Wag- 
ner? 

STATEMENT OF THE HONORABLE RAYMOND T. WAGNER, JR., 
CHAIRMAN, INTERNAL REVENUE SERVICE OVERSIGHT BOARD 

Mr. WAGNER. Thank you, Mr. Chairman, Members of the Com- 
mittee. Thank you for this opportunity to present the Oversight 
Board’s recommendations for the IRS fiscal year 2007 budget. I 
have submitted a written statement with more details, and I re- 
spectfully ask this Committee to make that statement a part of this 
hearing record. 

Chairman RAMSTAD. So ordered. 

Mr. WAGNER. The Oversight Board recommends an fiscal year 
2007 IRS budget of $11.31 billion, an increase of $732 million over 
the enacted fiscal year 2006 budget. This compares to the Presi- 
dent’s budget request of $10.59 billion in direct appropriations. The 
two budgets share some essential elements. Both reflect the same 
adjustments for inflation of $272 million. Both show a savings in 
reinvestment of $122 million, and both are supplemented by $135 
million in increased user fees to achieve a higher operating level. 

The Board recognizes the theme of the fiscal austerity in all com- 
ponents of the President’s budget, and we highly respect what the 
administration is doing. That said, the Board’s statutory responsi- 
bility is to speak to a budget which will ensure that the IRS can 
carry out its mission and its annual and long-term strategic plans. 

Mr. Chairman, we believe that effective tax administration and 
reducing the tax cap requires a comprehensive multi-faceted long- 
term plan with organizational commitment and action on many 
fronts, from a simpler tax code and more complete income report- 
ing, to more effective enforcement and service that improve tax- 
payer compliance. 

We recommend program increases of $705 million in four pro- 
gram areas. The Board recommends $44 million for more taxpayers 
services, $368 million for more enforcement, $105 million for man- 
agement and infrastructure, $189 million for business systems 
modernization (BSM). 
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Let me summarize the Board’s recommendations. In the area of 
customer service, the Oversight Board seeks to restore levels to the 
fiscal year 2003 — 2004 levels of performance. During that period 
the telephone level of service on the main toll free line was 87 per- 
cent. Since then there has been a modest erosion in that measure 
with a 2007 level of service target of 82 percent. The Board also 
recommends an additional $368 million for enforcement. Of that, 
$308 million would provide for additional resources to combat egre- 
gious noncompliance, especially among small business and self-em- 
ployed taxpayers. We would also add resources to curtail non- 
compliance and abusive schemes, nonfilers in corporate employ- 
ment taxes and EITC payment fraud. 

The Board also calls for $60 million to provide up-to-date re- 
search on taxpayer compliance and the sources of noncompliance, 
which could then therefore be used to influence strategic planning 
in their resource allocation decisions. 

To this end, the Board recommends that the IRS make the Na- 
tional Research Program permanent, perform compliance research 
annually, and produce solid up-to-date tax gap estimates for all 
taxpayer segments. We also need solid research on customer serv- 
ice needs and how customer service affects compliance. 

I want to emphasize that taxpayers want more service and en- 
forcement from the IRS. The Board surveys of taxpayer attitudes 
in 2004 and in 2005 indicate that approximately two-thirds of tax- 
payers support additional IRS funding for both service and enforce- 
ment. Time does not permit me to describe our recommendation for 
infrastructure and management fully, but I would like to highlight 
one specific recommendation, the need to restore leadership, devel- 
opment training to fiscal year 2003 levels. The lack of leadership 
training capacity at the IRS is especially critical during a period 
in which approximately 50 percent of the IRS managers are eligible 
for retirement. 

It is also critical to discuss BSM. Despite productivity improve- 
ments in recent years, the IRS is still forced to rely upon a 40-year- 
old information system. No modern financial institution in the pri- 
vate sector could survive under these conditions, and eliminating 
these limitations are key to making the IRS as efficient and as ef- 
fective as a modern financial institution. The Board recommends 
that BSM move forward at an accelerated pace. 

Another very important topic to taxpayers is the ability to elec- 
tronically file their tax returns, as we have heard much discussion 
about so far today. Electronic filing of individual tax returns so far 
this filing season is growing at a mere 2.6 percent compared to the 
previous year. Although the filing season is far from over, this 
growth rate is below the historic growth rate. The Board has rec- 
ommended in its 2005 electronic filing report to Congress to extend 
the Congressionally mandated goal of 80 percent of all returns file 
electronically from 2007 until 2011. The 2007 goal has become un- 
realistic, as we have heard, and will not be met. Extending the goal 
to 2011 will not only clarify Congressional intent that the goal is 
important, but by setting a realistic date, it will restore the goal’s 
ability to influence key policy decisions and affect electronic filing. 

Mr. Chairman, this concludes my oral statement, and I would be 
pleased to answer your questions. Thank you, sir. 
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[The prepared statement of Mr. Wagner follows:] 

Statement of The Honorable Raymond T. Wagner, Chairman, 
Internal Revenue Service Oversight Board 

INTRODUCTION AND OVERVIEW 

Mr. Chairman, thank you for this opportunity to present the Oversight Board’s 
views on the Administration’s FY2007 iRS budget request. I will explain in my tes- 
timony why the Board believes its proposed budget is needed to meet the needs of 
the country and of taxpayers. In developing these recommendations, the Board has 
applied its own judgment but has also drawn on the collective wisdom of others in 
the tax administration community, including the IRS, Government Accountability 
Office (GAO), the Treasury Inspector General for Tax Administration (TIGTA), Na- 
tional Taxpayer Advocate, and Congress. 

In fulfilling its responsibilities, the Board must ensure that the IRS’ budget and 
the related performance expectations contained in the performance budget support 
the annual and long-ranges plans of the IRS, support the IRS mission, are con- 
sistent with the IRS goals, objectives and strategies and ensure the proper align- 
ment of IRS strategies and plans. In addition to my statement today, the Board is 
developing a formal report in which it will explain why it has recommended this 
budget for the IRS. 

Now is a fiscally challenging time for our nation. Defense and homeland security 
needs coupled with rebuilding efforts along the hurricane-ravaged Gulf Coast have 
placed an enormous strain on the federal budget. 

In addition to our fiscal challenges, taxpayers are expected to comply with an in- 
creasingly complex tcix code which places heavy burdens on honest teixpayers who 
wish to comply and offers untold opportunities for mischief by those who do not. 

Against this backdrop, it is imperative that government work better and smarter 
and get the most out of every taxpayer dollar. But there is also a drain on the 
Treasury that undermines our country’s tax revenues and threatens the integrity 
of our tax administration system — the tax gap. 

The IRS recently disclosed that the nation’s annual teix gap — the difference be- 
tween what is owed and what is collected annually — stands at $345 billion, and 
some experts believe it could be even more. The Board considers the existence of 
such a large tax gap to be an affront to honest teixpayers, and is pleased with the 
attention that Congress has focused on the tax gap in the last year, especially with 
the release of the IRS’ latest tax gap estimates. The Board, along with many other 
members of the tax administration community, believe that reducing the tax gap re- 
quires a comprehensive, multi-faceted plan with action on many fronts — from a sim- 
pler tax code and more complete income reporting to better enforcement and quality 
customer service. 

Such an approach needs to be more thoughtful and comprehensive that merely in- 
creasing IRS resources and expecting that the gap will shrink. However, increased 
IRS resources are certainly a part of the solution. A successful strategy will encom- 
pass several separate but interrelated approaches that will reinforce each other to 
produce the desired result. In the Board’s opinion, a number of actions that can be 
taken will require additional IRS resources. 

The Oversight Board recommends an integrated set of strategies to close the teix 
gap: (1) tcix code simplification; (2) improved information reporting and enforcement 
tools related to the cash economy; (3) improved customer service to make taxpayers 
aware of their obligations and modern technology to ease their burdens; (4) greater 
focus on research; (5) more productive partnerships between the IRS and teix profes- 
sionals; and (6) and more emphasis on personal integrity. 

There can be no doubt that in the last five years the agency has achieved signifi- 
cant progress in all dimensions of its mission. Customer service has rebounded from 
the lows of the 1990s and through targeted investments and greater management 
focus, IRS enforcement has also turned the corner. 

This across-the-board improved performance has not gone unnoticed — especially 
among teixpayers. According to the 2005 American Customer Service Index, overall 
satisfaction among individual tax filers with the Internal Revenue Service remains 
stable at 64 percent; it is even higher among e-filers. The IRS Oversight Board 2005 
Annual Survey also found that American taxpayer support for overall compliance 
reached an all-time high. However, the IRS’s job is far from complete and it must 
close the teix gap while achieving balance in other parts of its critical mission. 

The Board recommends budget increases in four IRS program areas in FY2007: 
customer service, enforcement. Business Systems Modernization, and infrastructure 
and management tools. 
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To achieve balance and ultimately compliance, the Board recommends two modest 
investments in customer service to ensure that there is no slippage in hard won 
gains. For example, the toll-fee telephone level of service is slightly down and wait 
times have increased compared to FY2004. The Board proposes restoring customer 
service to FY2003/4 levels and investing in telephone infrastructure. It is far less 
expensive to prevent or solve a problem early on than let it grow. 

The Board proposes a modest increase in resources for virtually all IRS enforce- 
ment activities. This is money well-spent and there is a growing recognition of the 
positive return on money invested in the IRS. The Board strongly believes that the 
enforcement increase includes a significant investment in research to better under- 
stand enforcement and customer service needs and the impact of customer service 
on voluntary compliance. The Board’s recommended budget puts the IRS on track 
to make the National Research Program (NRP) permanent and produce annual teix 
gap estimates. The Board further recommends that the IRS consider developing a 
long-term strategic plan for research. 

Business Systems Modernization is also a priority and the Board advocates a larg- 
er investment in information technology to improve IRS productivity and reduce 
taxpayer burden. Despite productivity improvements in recent years, the IRS is still 
hampered in its efforts to modernize because of its reliance on a forty-year-old infor- 
mation system for its central recording-keeping functions, which limit the IRS to 
weekly updates of its central taxpayer records. No modern financial institution in 
the private sector could survive under these conditions and eliminating these limita- 
tions is key to making the IRS an efficient and effective modern financial institu- 
tion. 

Last, the Board recommends a number of management increases that will help 
the IRS cope with unfunded mandates, implement BSM projects, and restore leader- 
ship training to FY2003 levels, which has become especially critical during a period 
in which over 50 percent of IRS managers are eligible to retire. 

Overall, the Oversight Board proposes a budget that is good for the country, good 
for taxpayers, and allows the IRS to achieve its strategic goals and objectives in an 
efficient and effective manner. It calls for $11.3 billion funding for FY2007, a 6.9 
percent increase over last year’s appropriation. 

The Board has also voiced concern that two items in the Administration’s pro- 
posed FY2007 budget for the IRS pose significant risks. First, the budget proposes 
$84 million in savings from program efficiencies. The Oversight Board believes there 
is a risk that these reductions will decrease performance. Second, last December the 
IRS announced that it would dramatically raise fees for certain services and the 
President’s budget assumes that the IRS will receive an additional $135 million in 
fee revenue. Although the IRS has expressed confidence it would receive this 
amount in additional fees based on its estimates, there is still some risk whether 
the estimated fee revenue can be achieved. In addition, external stakeholders have 
expressed concern that the additional fees could have an unintended negative im- 
pact on taxpayer compliance. 

In conclusion, the Board believes that it has constructed a fiscally responsible and 
realistic budget for the IRS that meets national needs and priorities. It would help 
shrink the tax gap while providing taxpayers with a level of service they rightly de- 
serve and need. It would speed the modernization of the IRS’ antiquated technology 
and give it the research tools to better understand current and developing trends. 
Most importantly, it would maintain that delicate but critical balance between en- 
forcement and customer service that America’s taxpayers have said time and again 
they want, and which has been validated through the Board’s Taxpayer Attitude 
Survey. The IRS is now solidly on the right track and is making progress, but we 
must give it the resources to do its job. It is the right investment for this and future 
generations of taxpayers. 

Recommended IRS Oversight Budget in Brief 

The IRS Oversight Board recommends an FY2007 IRS budget of $11.31 billion, 
an increase of $732 million over the enacted FY2006 budget. This recommendation 
compares to the President’s budget request for the IRS of $10.59 billion in direct 
appropriations. The two budgets share the following characteristics: 

• Both reflect the same adjustments for inflation, $272 million 

• Both show a savings and reinvestment of $121.6 million 

• Both are supplemented by $135 million in increased user fees to achieve a high- 
er operating level 

The Board’s budget, however, proposes program increases of $705 million com- 
pared to a proposed program decrease of nearly $9 million in the President’s budget, 
as shown in the table below. 
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Comprison of Board and President’s Program Increases 

(all dollars in thousands) 


Function 

Oversight Board 
Recommendation 

President’s Request 

Taxpayer Service 

$ 43,637 

$ 0 

Enforcement 

$367,768 

$ 0 

Infrastructure and Mgt Modernization 

$104,715 

$20,900 

Business Systems Modernization 

$188,600 

($29,700) 

Total Program Increases (Decreases) 

$704,720 

($ 8,800) 


Recommended initiatives for enforcement, customer service, infrastructure and 
management and Business Systems Modernization can be found in the individual 
sections of this statement and Appendices 2 through 5. 

IRS Performance from FY2001 to FT2005 

The agency, which had become synonymous with poor customer service in the late 
1990s, has demonstrated a remarkable performance improvement in the last five 
years. Toll-free telephone level of service has steadily increased from 56 percent in 
FY2001 to a high of 87 percent in FY2004. (In FY2005, there was a slight three 
percent drop which the IRS attributes to reduced funding for taxpayer services.) 
Toll-free tax law accuracy also rose from 82 percent in FY2003 to an impressive 88 
percent in FY2005. 

Perhaps the most important and notable gain recorded over the past five years 
is the percent of individuals filing electronically — 31 percent in FY2001 to 51 per- 
cent in FY2005.^ And although it will miss the 2007 deadline, the IRS is making 
steady progress in closing in on the 80 percent e-file goal established hy the IRS 
Restructuring and Reform Act of 1998. 

Through targeted investments and greater management focus, IRS enforcement 
has also turned the corner. Enforcement revenue rebounded from $33.8 billion in 
FY2001 to $44.1 billion in FY2005. Audit rates also steadily increased. For high- 
income individuals they rose from 0.79 percent in FY2001 to 1.61 percent in 
FY2005. Over the same time period, corporate and small business audits increased 
respectively from 13.5 percent to 16.9 percent and 0.88 percent to 1.32 percent. 

Taxpayers Respond to Better Performance but Problems Remain 

This across-the-board improved performance has not gone unnoticed — especially 
among teixpayers. According to the 2005 American Customer Service Index, overall 
satisfaction among individual tax filers with the IRS remains stable at 64 percent. 
However, the number is much higher among e-filers who had an ACSI score of 77 
percent.^ By way of comparison, the IRS received a 51 percent score in 1998. Tax- 
payer attitudes have also improved. Since 2002, the IRS Oversight Board has con- 
ducted an annual survey to gain a deeper understanding of taxpayers’ attitudes. Of 
great concern was the growing number of individuals who thought it acceptable to 
cheat on their taxes. 

In 2003, twelve percent of respondents thought it acceptable to cheat a “little here 
and there” on their taxes, and five percent would cheat as much as possible. How- 
ever, two years later those numbers have dropped to seven and three percent re- 
spectively and public support for teix compliance is at an all-time high. Moreover, 
the 2005 survey found that 82 percent of respondents say that their own personal 
integrity has the greatest influence on whether or not they report and pay their 
taxes honestly — double the number who cite any other factor. Significantly, the sur- 
vey also found two out of three surveyed expressed continued support for additional 
funding for both IRS assistance and enforcement.'^ America’s taxpayers want a bal- 
anced tax administration system. 

However, as welcome as the news may be, it cannot disguise the hard fact that 
the tax gap has remained unacceptably high. In testimony before the Senate Budget 
Committee, Comptroller General David Walker stated that the $345 billion teix gap 
estimated by the IRS could indeed be greater: “IRS has concerns with the certainty 
of the overall tax gap estimate in part because some areas of the estimate rely on 
old data and IRS has no estimates for other areas of the teix gap. For example, IRS 
used data from the 1970s and 1980s to estimate underreporting of corporate income 
taxes and employer-withheld employment teixes.” ® 
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The tax gap is more that an abstract number. According to National Taxpayer Ad- 
vocate Nina Olson, it hurts taxpayers in a very concrete way: 

The collective failure by certain taxpayers to pay their taxes imposes greater bur- 
dens on other taxpayers. The IRS receives approximately 130 million individual in- 
come tcix returns each year. Given the size of the net tax gap, the average tax re- 
turn includes a “surtax” of about $2,000 to make up for teix revenues lost to non- 
compliance. The tax gap may also impose significant costs on businesses in the form 
of unfair competition by noncompliant competitors who can pass along a portion of 
their tax “savings” to customers by charging lower prices. 

Most importantly, the tax gap can erode the level of confidence that taxpayers 
have in the government, thereby reducing federal revenue and increasing the need 
for more examination and collection actions. The tax gap, then, can produce a vi- 
cious cycle of increased noncompliance and increased enforcement.® 

The IRS Oversight Board believes that its FY2007 IRS budget recommendations 
are part of the solution to reversing this corrosive trend. 

Budget Environment Should Not Discourage Investment 

The IRS does not operate in a vacuum and the Oversight Board recognizes that 
the current budget environment stresses fiscal restraint and austerity. However, at 
the same time, we should not throw up our hands in defeat and say we can do no 
more to improve tax administration. We should look at the larger picture. 

Unlike other government agencies, there is a positive return on money invested 
in the IRS. Senate Budget Committee Chairman Judd Gregg agrees. He observed 
at a recent hearing on the tax gap, “We’ve got to talk to the CBO about scoring on 
that [investing in IRS enforcement], clearly there’s a return on that money.” 

The Board would welcome such a change but also recognizes that this is a prob- 
lem that has plagued the IRS for decades. Former IRS Commissioner Charles O. 
Rossotti wrote: 

When I talked to business friends about my job at the IRS, they were always sur- 
prised when I said that the most intractable part of job, by far, was dealing with 
the IRS budget. The reaction was usually, “Why should that be a problem? If you 
need a little money to bring in a lot of money, why wouldn’t you be able to get it?® 

Indeed, this lack of recognition of a direct return on investment has left many 
puzzled. In his April 14, 2004 column, Washington Post financial writer A1 
Crenshaw wondered why the Administration and Congress “aren’t falling over 
themselves to give the IRS more money. Tax Enforcement pays for itself many times 
over, and it would be a good way to cut the deficit.”® 

In its FY2007 budget recommendation, the Board calls for increases in enforce- 
ment that would result in a real return on investment, ranging from three to six 
dollars on every dollar spent, resulting in $730 million revenue by FY2009 on a 
$242 million investment. 

The Oversight Board urges Congress to adopt the Board’s budget recommenda- 
tions and invest in more effective tax administration. 

SIX STRATEGIES TO REDUCE THE TAX GAP 

The Board considers the existence of such a large tax gap to be an affront to hon- 
est tcixpayers, and is pleased with the attention that Congress has focused on the 
tax gap in the last year, especially with the release of IRS latest tax gap estimates. 
The Board, along with many other members of the tax administration community, 
believe that reducing the tax gap requires a comprehensive, multi-faceted plan with 
action on many fronts — from a simpler tax code and more complete income reporting 
to better enforcement and quality customer service. 

Such an approach needs to be more thoughtful and comprehensive than merely 
increasing IRS resources and expecting that the gap will shrink. That being said, 
however, increased IRS resources are a part of the solution. A successful strategy 
will encompass several separate but interrelated approaches that will reinforce each 
other to produce the desired result. In the Board’s opinion, a number of actions that 
can be taken will require additional IRS resources. 

The Board supports six strategies that it believes would constitute an over-arch- 
ing plan to reduce the tax gap. This information is presented here only to provide 
some additional background to understand the Board’s FY2007 budget recommenda- 
tions, so that these recommendations can be understood in the context of an overall 
approach where the individual elements reinforce each other. 

'The first is a simplified tax code. Our complex and ever changing tax code not 
only confounds honest taxpayers who want to comply with their obligations under 
the law, but provides ample opportunity for those who exploit its complexity to 
cheat. The President’s Advisory Panel on Federal Tax Reform observed: 
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Since the last major reform effort in 1986, there have been more than 14,000 
changes to the tax code, many adding special provisions and targeted teix benefits, 
some of which expire after only a few years. These myriad changes decrease the sta- 
bility, consistency, and transparency of our current teix system while making it dras- 
tically more complicated, unfair, and economically wasteful. Today, our tax system 
falls well short of the expectations of Americans that revenues needed for govern- 
ment should be raised in a manner that is simple, efficient, and fair.i® 

Second, the Oversight Board recommends improved information reporting and en- 
forcement tools to address large areas of the tax gap related to what has been called 
the cash economy. Although the Board is prohibited by statute from endorsing any 
specific proposal, we note that in its FY20()7 budget submission for the IRS, the Ad- 
ministration makes five legislative recommendations to close the teix gap that in- 
clude: (1) increasing information reporting on payment card transactions; and (2) ex- 
panding information reporting to certain payments made by federal, state and local 
governments to procure property and services. They certainly merit congressional 
discussion and consideration. 

The National Teixpayer Advocate also recommended in her 2005 Annual Report 
to Congress that the IRS create a cash economy program office, similar to the 
Earned Income Tax Credit program office. The Board is pleased that the IRS Small 
Business/Self-Employed Operating Division Commissioner has agreed to establish a 
task force on the cash economy that will seek to determine the feasibility of this 
and other recommendations. 

In testimony before the Senate Budget Committee, the National Taxpayer Advo- 
cate further recommended that to address the tax gap “we should begin by identi- 
fying various categories of transactions that currently are not subject to information 
reporting and determine, on a case-by-case basis, whether the benefits of requiring 
reporting outweigh the burdens such a requirement would impose.” The Board 
supports such analysis. 

Third, the Board believes that the IRS must improve customer service to make 
taxpayers aware of their legal obligations and ease taxpayer burden through mod- 
ernization. Indeed, not all non-compliance is willful; a significant amount of is due 
to the complexity of the teix laws that results in errors. IRS Commissioner Mark 
Everson recently testified: 

[T]he tcix gap does not arise solely from teix evasion or cheating. It includes a sig- 
nificant amount of noncompliance due to the complexity of the tax laws that results 
in errors of ignorance, confusion, and carelessness. This distinction is important, 
though, at this point, we do not have sufficiently good data to help us know how 
much arises from willfulness as opposed to innocent mistakes. This is an area where 
we expect future research to improve our understanding. 

Fourth, there should be a much greater emphasis and focus on research so the 
IRS can more effectively target areas of major non-compliance. It bears mentioning 
that a lack of research in the 1990s contributed in part to the IRS’ failure to detect 
the emergence and subsequent epidemic of illegal tax avoidance schemes. The Board 
recommends an additional $60 million in funding for research. The IRS needs to 
know much more about non-compliance than it currently does to mount a successful 
campaign against the tax gap. 

Fifth, the Board urges a more productive partnership between IRS and the tax 
administration community. At the Board’s 2006 open meeting, the AICPA supported 
the IRS’ efforts to partner with professional organizations in the area of pro bono 
tax assistance, noting that such a synergy provides the IRS with the opportunity 
to leverage precious resources and increase customer service at the same time. The 
Board would add that such a partnership also contributes directly to compliance. 

Sixth, there must be more emphasis on personal integrity in making tax decisions. 
The Board has found that the vast majority of taxpayers state that their personal 
integrity is a very import factor in influencing their tax compliance. In the Board’s 
most recent Taxpayer Attitude Survey, 82 percent of teixpayers cite personal integ- 
rity as the principal factor for reporting and paying their taxes honestly. Commis- 
sioner Everson also testified at the Senate Budget Committee teix gap hearing: 

[AJnother enforcement priority is to assure that attorneys, accountants, and other 
tax practitioners adhere to professional standards and follow the law. Our system 
of tax administration depends upon the integrity of practitioners. The vast majority 
of practitioners are conscientious and honest, but even the honest tax professionals 
suffered from the sad and steep erosion of ethics in recent years by being subjected 
to untoward competitive pressures. 

Our tax administration system should challenge taxpayers to be conscious of the 
need for integrity when making teix decisions. 

The Oversight Board recognizes that no single initiative or program will solve the 
tax gap — a multi-faceted effort must be taken to shrink it. The plan must be more 
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comprehensive than just applying additional resources to do more of what is being 
done today. Indeed as Commissioner Everson told the Senate Budget Committee, a 
combination of appropriate funding, legislative changes, new enforcement tools, tax 
simplification and auditing and teixpayer service improvements, will allow the IRS 
to collect an additional $50-100 billion.^^ The $705 million in additional funding 
recommended by Board to help in this effort is dwarfed in comparison to this esti- 
mate of new revenues collected. 

COMPARING THE PRESIDENT’S AND BOARD’S FY2007 BUDGET REC- 
OMMENDATIONS 

The size of the teix gap should be a clarion call for our nation to examine the tax 
administration system and invest time, energy, and resources to making it better. 

This is not the time to stand still but to move forward in a comprehensive and 
unified way to build on what has already been accomplished and give America’s teix- 
payers a better, more efficient and fair system in return — what the President’s tax 
reform panel suggested. The Oversight Board’s FY2007 budget recommendations 
focus on the IRS resources needed to move forward in FY2007, but much more 
needs to be done. 

To this end, the Board recommends additional investments in better service, en- 
forcement, infrastructure and management, and BSM in the following amounts: 


Taxpayer Service $ 43,637 

Enforcement $367,768 

Infrastructure and Management $104,715 

BSM $188,600 


Additionally, the Oversight Board has identified two areas of significant risk in 
the IRS’ FY2007 budget request. First, the IRS budget justification includes $84.1 
million in savings coming from program efficiencies. The Board is concerned that 
the IRS may not be able to achieve these efficiencies without decreasing perform- 
ance. 

Second, the proposed IRS budget for FY2007 in direct appropriations is supple- 
mented by $135 million in increased user fees. The IRS announced last December 
that it would charge taxpayers for receiving advance assurance from the IRS about 
the tax consequences of certain transactions. For example, the fee for IRS Chief 
Counsel private letter rulings will increase from $7,000 to $10,000.^® 

The Oversight Board believes that there is risk in assuming that this revenue 
stream will be available without a proven record of collecting fees at this level, espe- 
cially since the IRS could not present the Board with FY2006 data to confirm the 
realism of the proposed FY2007 revenue stream. The Board recommends that Con- 
gress evaluate actual FY2006 fee collection data to evaluate the validity of the pro- 
posed FY2007 revenue expected from increased fees. 

The Board is also concerned about the negative impact these fees might have on 
taxpayer compliance. Testifying at the Board’s annual public meeting, the AICPA 
was also apprehensive that these increases will result in a substantial reduction in 
general taxpayer use of critical IRS programs: 

These programs for the most part encourage taxpayers to seek advance assurance 
from the IRS that the tax consequences of their proposed actions will be treated con- 
sistently by both the teixpayer and the IRS. Actions by the IRS that discourage use 
of programs, such as private letter ruling requests, could result in greater compli- 
ance costs for taxpayers and enforcement costs for the IRS.'^® 

Customer Service: What Is “Good Enough?’’ 

Good customer service leads to fully informed and satisfied teixpayers who under- 
stand their tax obligations and experience few problems in interacting with the IRS. 
Clearly, there is a linkage between customer service and compliance. Speaking at 
the Board’s 2006 open meeting, Diana Leyden, Associate Clinical Professor of Law, 
University of Connecticut School of Law Tax Clinic said: 

Customer service at the Internal Revenue Service has a direct impact on vol- 
untary compliance and ultimately on the tax gap. For example: (1) making it easier 
for taxpayers to get their returns prepared free of charge and quickly encourages 
taxpayers to become compliant; (2) providing face-to-face interaction with IRS em- 
ployees helps taxpayers get advice in ‘real time’ and usually reduces the time for 
resolution of problems. 

At the April 14, 2005 Senate Finance Committee hearing on closing the tax gap. 
Ranking Member Max Baucus similarly observed: 

The IRS cannot close the tax gap simply by increasing enforcement. Issuing more 
liens. Conducting more seizures. Levying more bank accounts. We do need targeted. 
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appropriate enforcement. If, however, the IRS lets taxpayer service slide — if the IRS 
diminishes the access and accuracy of teixpayer service — including the essential 
need for face-to-face taxpayer service — then we fail to help taxpayers comply with 
the law on the front end. Ensuring up front quality is more efficient than back end 
enforcement. 

However, efforts to provide quality customer service are hindered by the fact that 
there is no consensus among the teix administration community on desired customer 
service standards of performance, which makes informed decision-making about de- 
sired levels of service very difficult. Achieving such a consensus among the executive 
and legislative branches and external stakeholder organizations would allow cus- 
tomer service requirements to influence budget decisions rather than having budget 
decisions set service levels. 

The drive for improved customer service is further aggravated by the lack of data 
on the impact that service levels have on teixpayer compliance. Such data could be 
used to make a stronger case to policy makers about the importance of customer 
services. We should not retreat from the high customer service levels previously 
achieved during FY2003/2004. Two initiatives contained in the Board’s budget are 
designed to prevent such a reduction. 

First, although significant progress has been made during the past five years, toll- 
free telephone level of service is slightly down from FY2004 and call wait-time on 
hold has increased. To restore the level of service, the Oversight Board proposes an 
initiative to restore the toll-free telephone service to FY2003/2004 levels. Although 
the cost is $35 million, the Board believes that this level of service should be pro- 
vided to taxpayers. The potential impact of lower service is that taxpayers will not 
get the assistance they need, hurting compliance, and creating a need for additional 
enforcement. As Senator Baucus rightly observed, preventing problems is more cost- 
effective than the price of future corrections, such as collection. 

Second, the Board also recommends an $8.7 million investment in telephone infra- 
structure to expand services to callers and provide telephone representatives with 
a more state-of-the-art call center environment. The IRS predicts this investment 
would result in lower queue times across the enterprise for all applications and 
would counter a negative trend in telephone service. (Wait time on hold for teix- 
payers has been increasing in the last three years. It has gone from 158 seconds 
in FY2004 to 258 seconds in FY2005, and the FY2006 target is 300 seconds.) 

Enforcement Must Continue to Improve; More Research Needed 

As noted earlier in this report, the IRS has boosted its enforcement activity, and 
enforcement revenue has increased during the last two years. The IRS is working 
smarter and it needs to continue to improve and build on this important trend. 

However, it should be noted that despite these positive results, it is difficult to 
evaluate the impact that increased enforcement activity has had on overall taxpayer 
compliance. 

Absent this information, the Oversight Board still believes that one important ele- 
ment of the campaign to reduce the teix gap should be increasing IRS enforcement 
resources, especially since the application of additional resources has a positive re- 
turn on investment. The Board recommends a modest increase in enforcement re- 
sources in virtually all IRS enforcement activities, including: 

1. Combat Egregious Non-Compliance and Prevent Tax Gap Growth 

(-h$ 136 million) Add 748 FTEs to enhance coverage of high-risk compliance 
areas and address the tax gap associated with small business and self-employed 
taxpayers. 

2. Intensify Tax Enforcement (-i-$28 million) Add 86 FTEs to curtail non-com- 
pliance in abusive schemes, corporate fraud, non-filers, employment tax and 
Bank Secrecy Act 

3. Attack Fraudulent Payments (-h$ 27 million) Add 62 FTEs to address fraud- 
ulent payments made through the EITC program. 

The IRS must also do a better job of identifying where non-compliance is occur- 
ring. For example, IRS data indicates impressive results on abusive, high-profile tax 
shelters, such as Son-of-BOSS. However, the most recent research indicates that a 
majority of the teix gap is the result of underreporting of income in areas where 
there is little third-party reporting. 

According to the IRS’ National Research Program, half ($109 billion) of the indi- 
vidual underreporting gap came from understated net business income (unreported 
receipts and overstated expenses). Approximately 28 percent ($56 billion) came from 
underreported non-business income, such as wages, tips, interest, dividends, and 
capital gains. The remaining $32 billion came from overstated subtractions from in- 
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come (i.e. statutory adjustments, deductions, and exemptions), and from overstated 
tax credits. 

Given this situation, the Oversight Board believes that special attention should 
be placed on the National Research Program and additional research be conducted 
on customer service and its relation to compliance. Indeed, the National Taxpayer 
Advocate “recommends that the IRS undertake a research-driven needs-assessment, 
from the taxpayers’ perspective, to help identify what services teixpayers need and 
want and how best to deliver them.’’^^ These efforts are necessary to improve tax 
administration to the point where the effects of IRS activities on taxpayer compli- 
ance can be better understood. To this end, the Board proposes two research initia- 
tives: (1) Improve Tax Gap Estimates (+$46 million); and (2) Additional Customer 
Service Research (+$15 million). 

The first of these two initiatives. Improve Teix Gap Estimates, will establish per- 
manent staffing for the NRP program and put the IRS on a path to conducting re- 
search annually. The Oversight Board recommends that the NRP be made a perma- 
nent program. The NRP is now reporting estimates of the teix gap based on 2001 
tax returns. Prior estimates were based on extrapolations of 1988 data. It is time 
to progress from “catching up” to making current research the normal and preferred 
way of doing business. 

The Board also proposes that the IRS consider developing a long-range strategic 
plan for research that goes beyond the current 2009 end date for the IRS Strategic 
Plan, and covers approximately a decade. In such a plan, the IRS should describe 
how it will bring its research on all taxpayer segments up to date, and perform a 
limited sample every year so that its research on all segments will be as current 
as possible. 

The Board believes the availability of up-to-date research data will allow the IRS 
to more effectively focus its service and enforcement programs on areas that have 
the greatest impact on taxpayer compliance, and use the changes in taxpayer com- 
pliance rates as feedback to evaluate the effectiveness of IRS’ service and enforce- 
ment program on actual teixpayer compliance. Achieving such a capability will be 
a vast improvement over the current situation in which the lack of data makes it 
virtually impossible to evaluate the effectiveness of IRS activity on taxpayer compli- 
ance and make informed decisions. 

The second research initiative recommended by the Board is to add $15 million 
to begin research on the impact of customer service on voluntary compliance and 
the service needs of taxpayers. The need for such research is also consistent with 
recommendations made by Treasury Inspector General for Tax Administration and 
the National Taxpayer Advocate in testimony last year to the Senate Appropriations 
Committee on the closing of a number of Teixpayer Assistance Centers. (The com- 
mittee has also requested TIGTA to evaluate the connection between service and 
compliance in its study of TAC closings, but TIGTA was unable to find much exist- 
ing research.) 

However, the IRS has told the Oversight Board that it could extend and update 
research efforts in two major areas: evaluating the service needs of taxpayers and 
estimating the effect of customer service on taxpayer compliance. Additional re- 
sources in FY2007 would be used to further evaluate the service needs of taxpayers 
and to scope and design the data gathering and analysis capability to estimate the 
effect of customer service on taxpayer compliance. 

A modest initial effort should include identifying promising areas of research and 
determining data needs. If the initial efforts are promising, this could be expanded 
in future years. Due to the long-term nature of these studies, resources should be 
provided on a multi-year basis. 

Modernizing Infrastructure and Management 

The Oversight Board is pleased that the IRS is developing an IRS Infrastructure 
Roadmap. It is a detailed plan for replacing the agency’s aging IT equipment in an 
orderly and cost-effective manner. Rather than replacing outdated equipment on a 
one-for-one basis, the roadmap will identify and prioritize opportunities to consoli- 
date equipment, retire redundant and low-demand infrastructure components, and 
replace old equipment with new technology that is cheaper to maintain and use. Be- 
cause the IRS fully anticipates that the Infrastructure Roadmap will identify new 
strategies for IT infrastructure delivery that will mitigate the cost of replacing old 
IT equipment while assuring a sound IRS IT infrastructure, the Board is deferring 
any recommendations on modernizing IT infrastructure until FY2008. 

The Oversight Board does recommend funding infrastructure and management 
initiatives that will assist the IRS to cope with unfunded mandates, implement BSM 
projects, and restore its capacity for leadership development training to FY2003 lev- 
els: 



56 


1. Fund Business Unit IT Solutions (Non-Major Investments) 

2. Implement e-Travel 

3. Fund HR Connect 

4. Consolidate Philadelphia Campus (included in the President’s budget) 

5. Restoration of Leadership Development Training to FY2003 levels (Board-initi- 
ated) 

The Board notes that a lack of leadership training capacity at the IRS is espe- 
cially critical during a period in which approximately 50 percent of IRS managers 
are eligible for retirement. The Board recommends a consistent budget base to allow 
planning for these anticipated leadership development training needs. 

The requested funds would enable the IRS to: (1) eliminate the backlog of un- 
trained leaders at all levels by the end of FY2007; (2) ensure enough capacity to 
train new managers upon selection in all Business Units; (3) improve and expand 
readiness programs to provide a cadre of manager candidates to step up to manage- 
ment positions; (4) revise the management curriculum to incorporate more e-learn- 
ing and promote continuous learning; and (5) evaluate the effectiveness and impact 
of the leadership development training program. 

Funding Leadership Development Training at FY2003 levels will also assist in 
meeting the objectives of the President’s Management Agenda, which in turn will 
improve performance and the IRS’ objectives of enhanced employee engagement, em- 
ployee satisfaction and customer satisfaction. 

Business Systems Modernization 

The Board is pleased that the IRS’ once-troubled BSM program experienced better 
performance in FY2005. In a recent report submitted to Congress on the BSM FY 
2006 expenditure plan, the Government Accountability Office offered these positive 
comments: 

IRS has made further progress in implementing BSM — Future BSM project deliv- 
eries face significant risks and issues which IRS is addressing — .IRS has made addi- 
tional progress in addressing high-priority BSM program improvement initiatives. 
[They] appear to be an effective means of assessing, prioritizing, and addressing 
BSM issues and challenges — In response to our prior recommendations, IRS reports 
having efforts under way to develop a new Modernization Vision and Strategy to 
address a new modernization roadmap.^® 

GAO also had some criticism of the IRS and BSM, but improved management 
focus over the past few years has helped the BSM program deliver within cost and 
budget targets important technology projects that will generate greater efficiencies 
throughout the agency and real world benefits for teixpayers. 

The first teixpayers have already been moved to a modernized data base known 
as the Customer Account Data Engine (CADE) and corporate taxpayers are now 
able to file their income tax returns with the IRS electronically using the Modern- 
ized e-File system. Indeed, CADE will process more than 30 million returns in 2007 
and will process 70 million by 2009. Daily updates by CADE will allow teixpayers 
to receive their refund in just a few days. 

Future BSM deliverables are also critical to improved customer service and en- 
forcement. The IRS does not yet offer products and services familiar to customers 
of many financial institutions, such as daily updating of accounts, electronic access 
by customers to account records, and a full range of electronic transactions. How- 
ever, with the help of modern technology, the IRS can close this gap. 

If the IRS can continue to demonstrate improvement, it would seem desirable and 
logical to increase BSM’s pace and program funding in FY2007, especially as BSM 
funding levels were severely reduced in the last several years: from $388 million in 
FY2004 to $203 million in FY2005, and a requested $199 million in FY2006. In ad- 
dition to the base, the Board would fund: 

1. Web-based Self-service (+$24 million) 

2. Filing and Payment Compliance (+$30 million) 

3. Modernized e-Filing (+$70 million) 

4. Customer Account Date Engine (+$26 million) 

5. Core Infrastructure (+$18 million) 

6. Architecture, Integration, and Management (+$13 million) 

7. Management Reserve (+$9 million) 

Therefore, the Board recommends that the BSM program move forward at an ac- 
celerated pace. Not only will this allow the IRS to operate more efficiently and effec- 
tively, it will strengthen the agency’s efforts to enforce the tax law and improve cus- 
tomer service. Despite productivity improvements in recent years, the IRS is still 
hampered in its efforts to modernize because of its reliance on a forty-year-old infor- 
mation system for its central recording-keeping functions, which limit the IRS to 
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weekly updates of its central taxpayer records. No modern financial institution in 
the private sector could survive under these conditions, and eliminating these limi- 
tations is key to making the IRS an efficient and effective modern financial institu- 
tion. 

We would like to make one last point on modernization. Both GAO and TIGTA 
have reported on the cost overruns and delays the BSM program has experienced. 
However, one cost you will not hear about is the significant cost to the taxpayers 
of delaying the benefits of a modernized IRS. 

Professor Joel Slemrod of the University of Michigan testified to the President’s 
Advisory Panel on Federal Tax Reform that individual taxpayers spend approxi- 
mately $85 billion a year compl3dng with the tax code.^i If a modernized IRS makes 
taxpayers only five percent more efficient, that would still save taxpayers over $4 
billion a year. 

Electronic Filing 

Another topic that is important to millions of taxpayers is the ability to electroni- 
cally file their tax returns. Electronic filing of individual teix returns so far this fil- 
ing season is growing at a 2.6 percent rate compared to the previous year. Although 
the filing season is far from over, this growth rate is below the historical growth 
rate and seems to be influenced by the following two factors: 

• The loss of approximately 2.6 million TeleFile returns 

• Fewer returns received through the Free File Alliance, which is not offering free 
tcix preparation and electronic filing for taxpayers with income in excess of 
$50,000 this year. Last year this capability was offered to all taxpayers. 

The Board had reported in its 2005 Electronic Eiling report to Congress that al- 
though the e-filing goal had had very positive impacts on the IRS and taxpayers, 
the IRS will not meet its congressionally-mandated goal of 80 percent of all returns 
filed electronically by 2007, and that other groups, such as the Electronic Tax Ad- 
ministration Advisory Council (ETAAC) have made similar observations. In this re- 
port, the Board recommended that Congress extend the goal to 2011, and performed 
an analysis to demonstrate the revised goal was realistic. 

The Board is concerned that the 2007 goal is becoming so widely perceived as un- 
realistic that it is losing its potency. Extending the goal to 2011, as recommended 
by the Board, will not only clarify congressional intent that the goal is important, 
but by setting a realistic date it will restore the goal’s ability to influence key policy 
decisions that affect electronic filing. 

CONCLUSION 

The IRS Oversight Board believes that it has constructed a fiscally responsible 
and realistic budget for the IRS that meets national needs and priorities. It would 
help shrink the teix gap while providing taxpayers with a level of service they right- 
ly deserve and need. It would speed the modernization of the IRS’ antiquated tech- 
nology and give it the research tools to better understand current and developing 
trends. Most importantly, it would maintain that delicate but critical balance be- 
tween enforcement and customer service that America’s teixpayers have said time 
and again they want. The IRS is now solidly on the right track and is making 
progress but we must give it the resources to do its job. It is an investment we must 
make for this and future generations of taxpayers. 


Appendices: 

1. Comparison of the Administration’s IRS FY2007 Budget Request and IRS 
Oversight Board Recommendation 

2. Recommended EY2007 Program Increases: Enforcement 

3. Recommended EY2007 Program Increases: Taxpayer Service 

4. Recommended FY2007 Program Increases: Infrastructure and Management 
Modernization 

5. Recommended EY2007 Program Increases: Business Systems Modernization 

6. Explanation for Difference in IRS Oversight Board Budget in the Administra- 
tion’s FY2007 Budget Request and this Recommendation 
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Appendix 1: 


Comparison of the Administration’s IRS FY2007 Budget Request 
and IRS Oversight Board Recommendations 

(all dollars in thousands) 


Final Board Budget 

Board’s budg- 
et 

President’s 

Budget 

Difference 

FY2006 Enacted budget (with 1 % rescission) 

$10,573,706 

$10,573,706 

$0 

FY2007 Maintaining Current Levels (MCLs) 
Adjustments (includes HITCA) 




Labor Annualization 

$61,994 

$61,994 

$0 

Labor MCL (2.7 %) 

$149,819 

$149,819 

$0 

Non-Labor MCL (1.5 %) 

$60,418 

$60,418 

$0 

Total MCL Adjustments 

$272,231 

$272,231 

$0 

Base Reinvestment 




Increase Returns processing efficiencies 

$12,237 

$12,237 

$0 

Program Cost Savings 




E-file savings 

($6,760) 

($6,760) 

$0 

Improvement project savings 

($8,215) 

($8,215) 

$0 

Competitive sourcing savings 

($17,000) 

($17,000) 

$0 

Program efficiencies 

($84,121) 

($84,121) 

$0 

HITCA program efficiency 

($5,500) 

($5,500) 

$0 

Total Savings and Reinvestments 

($121,596) 

($121,596) 

$0 

Transfer Out to TIGTA 

($941) 

($941) 

$0 

Total, FY2007 Current Service Level 

$10,735,637 

$10,735,637 

$0 

Program Increases 




Tax Administration Operations 




Taxpayer Service 

$43,637 

$0 

$43,637 

Enforcement 

$367,768 

$0 

$367,768 

Infrastructure and Mgt Modernization 

$104,715 

$20,900 

$83,815 

Business Systems Modernization 

$188,600 

($29,700) 

$218,300 

Total, Program Increases Above FY2006 Cur- 
rent Service Level 

$704,720 

($8,800) 

$713,520 

Total, FY2007 Operating Level 

$11,440,357 

$10,726,837 

$713,520 

Fee Adjustment 

($135,000) 

($135,000) 


FY2007 Budget Appropriation Request 

$11,305,357 

$10,591,837 

$713,520 

Growth Over FY2006 Enacted Budget 

$731,651 

$18,131 

$713,520 

Percent Growth 

6.9% 

0.2% 
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Appendix 2: 

Recommended FY2007 Program Increases: Enforcement 

(In $/thousands) 


Enforcement Program Increases 

Total 

Enforcement- 

Related 

Service- 

Related 

Combat Egregious Non-Compliance 
and Prevent Tax Gap Growth 

This initiative provides an increase of 748 
FTE and $135.5 million to enhance cov- 
erage of high-risk compliance areas as 
well as address the tax gap associated 
with small business and self-employed 
taxpayers. 

$135,518 

$132,696 

$2,822 

Increase Individual Taxpayer Filing 
and Payment Compliance 

The initiative provides 84 FTE (87 posi- 
tions) and $8 million to support the IRS’ 
enforcement presence through contracts 
with Private Collection Agencies (PCAs) 
for Qualified Tax Collection Contracts. 

$7,773 

$6,968 

$805 

Detect and Deter Non-Compliant En- 
terprise Structures 

This initiative provides an increase of 200 
FTE (400 positions) and $37 million to in- 
crease the coverage of the flow-through 
population, including examination of con- 
trolling enterprise entities, that are pos- 
ing significant compliance risks. 

$37,008 

$37,008 


Increase Individual Taxpayer Report- 
ing Compliance 

This initiative provides an increase of 100 
FTE (125 positions) and $10.8 million to 
enable the Automated Underreporter 
(AUR) program to address reporting com- 
pliance in a program that is effective, ef- 
ficient, less labor intensive and less cost- 

ly. 

$10,821 

$8,808 

$2,013 

Enhance Enforcement in the Tax-Ex- 
empt and Governmental Sectors 

This initiative requests an additional 69 
FTE (138 positions) and $12,940,668 to 
improve detection of compliance risks, ac- 
celerate enforcement actions, and balance 
the pursuit of critical enforcement initia- 
tives while maintaining adequate cov- 
erage of the exempt community. 

$12,941 

$12,941 


Intensify Tax Enforcement 

This initiative requests an increase of 86 
FTE (172 positions) and $27.6 million to 
curtail non-compliance in the following 
areas: abusive schemes, corporate fraud, 
non-filers, employment tax and Bank Se- 
crecy Act (BSA). 

$27,570 

$27,570 
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Recommended FY2007 Program Increases: Enforcement — 

Continued 

(In $/thousands) 


Enforcement Program Increases 

Total 

Enforcement- 

Related 

Service- 

Related 

Attack Fraudulent Payments 

This initiative, which provides an increase 
of 62 FTE (123 positions) and $27 mil- 
lion, relates directly to the President’s 
Management Agenda Program Initiative 
“Eliminating Improper Payments,” and 
also supports the IRS’ strategies for ad- 
dressing erroneous payments and non- 
compliance involving Earned Income Tax 
Credits (EITC). 

$26,998 

$26,837 

$161 

Improve Compliance With the Bank Se- 
crecy and PATRIOT Acts 

This initiative provides an increase of 124 
FTE (248 positions) and $25.9 million to 
improve the Bank Secrecy Act (BSA) com- 
pliance program. 

$25,858 

$25,858 


Strengthen Regulatory Compliance 

This initiative provides an increase of 38 
FTE (76 positions) and $6.6 million to 
strengthen regulatory compliance activi- 
ties to deter fraud, abuse, and terrorist fi- 
nancing in the tax exempt and govern- 
mental entities community. 

$6,616 

$6,376 

$241 

Improve Enforcement of Circular 230 

This initiative provides an increase of 8 
FTE (16 positions) and $4.1 million to de- 
tect and address tax practitioner mis- 
conduct. The IRS, Treasury, and Con- 
gress are placing increased emphasis on 
practitioner misconduct by providing new 
statutory and regulatory tools to address 
abusive behavior. 

$4,104 

$4,104 


Improve Tax Gap Estimates, Measure- 
ment and Detection of Non-Compli- 
ance 

Supports 268 FTE (536 positions) and $45.9 
million to fund and support ongoing Re- 
porting Compliance Studies through the 
National Research Program. 

$45,942 

$45,942 


Study EITC Compliance 

This initiative provides an increase of 49 
FTE (65 positions) and $6.8 million to de- 
velop estimates of Earned Income Tax 
Credit compliance. 

$6,822 

$6,822 
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Recommended FY2007 Program Increases: Enforcement — 

Continued 

(In $/thousands) 


Enforcement Program Increases 

Total 

Enforcement- 

Related 

Service- 

Related 

Improve Compliance Through Data- 
Driven Workload Identification 

This initiative provides an increase of 67.5 
FTE (90 positions) and $4.8 million to de- 
velop and test decision analytical tools 
and models for improved identification of 
high-risk filers. 

$4,796 


$4,796 

Customer Service Research Begin re- 
search on the impact of customer 
service on voluntary compliance and 
the service needs of taxpayers. 

$15,000 

$15,000 


Subtotal Enforcement 

$367,768 

$356,931 

$10,837 


Appendix 3: 


Recommended FY2007 Program Increases: Taxpayer Service 

(In $/thousands) 


Taxpayer Service Program Increases 

Total 

Enforcement- 

Related 

Service- 

Related 

Increase Accounts Management Effi- 
ciencies 

Provides funding to improve the telephone 
infrastructure, e.g., Compliance Services 
and Accounts Management call centers, 
by expanding services to customers and 
providing telephone representatives with 
a more state-of-the-art center environ- 
ment and providing taxpayers with im- 
proved service through multiple access 
channels. Enterprise queuing will elimi- 
nate the queuing of calls at the local level 
and be queued at the enterprise level, re- 
ducing taxpayer wait times. 

$8,657 


$8,657 

Restore Customer Service to FY2004 
levels 

Supports 450 FTE from W&I to restore 
telephone level of service back to 87.3 
percent achieved in FY2004 rather than 
the current 82 percent target. Improves 
TE/GE service measures for EP and EO 
determination timeliness, CAS toll-free 
level of service, correspondence timeliness 
measures to FY2004 levels. 

$34,980 


$34,980 

Subtotal: Taxpayer Service 

$43,647 


$43,647 
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Appendix 4: 


Recommended FY2007 Program Increases: Infrastructure and 
Management Modernization 

(In $/thousands) 


Infrastructure and Mgt Modernization Program In- 
creases 

Total 

Enforce- 

ment-Re- 

lated 

Service-Re- 

lated 

Expand IT Security — Personal Identity 

Verification 

This initiative requests an increase of $20 million 
to ensure IRS’ compliance with Homeland Secu- 
rity Policy Directive — 12 {HSPD-12) and Federal 
Information Processing Standards— 201 (FIPS— 
201). 

$20,000 

$12,576 

$7,424 

Close Financial Management Material Weak- 
nesses — Custodial Detail Data Base 

This initiative provides $4.7 million to develop the 
CFO Custodial Detail Data Base (CDDB) which 
will establish the foundation for building an IRS- 
modernized custodial financial management sys- 
tem. 

$4,743 

$2,982 

$1,761 

Fund Modernization Information Systems 
(Major Investments) O&M 

This initiative will result in modernized informa- 
tion systems to improve enforcement activities. 

$15,000 

$9,432 

$5,568 

Fund Business Unit IT Solutions (Non-Major 
Investments) O&M 

This initiative provides an increase of $15 million 
for the successful transition of Business Systems 
Modernization (BSM) projects to the Current 
Production Environment (CPE), funding their op- 
erations and maintenance as they move to full 
production. 

$9,972 

$7,121 

$2,851 

Implement e-Travel 

Treasury has mandated that IRS must implement 
eTravel by October 1, 2006. 

$10,000 

$6,288 

$3,712 

Fund HR Connect 

The initiative requests $11.9 million in FY 2007 to 
fully fund the additional Operations and Mainte- 
nance cost associated with the HR Connect sys- 
tem that the IRS has implemented and is billed 
through the Treasury’s Working Capital Fund. 

$11,900 

$7,482 

$4,418 

Consolidate Philadelphia Campus 

$20,900 

$14,215 

$6,685 

Restoration of Leadership Training to FY2003 
levels 

The requested funds would enable the IRS to: (1) 
eliminate the backlog of untrained leaders at all 
levels by the end of FY2007; (2) ensure enough 
capacity to train new managers upon selection in 
all Business Units; (3) improve and expand read- 
iness programs to provide a cadre of manager 
candidates to step in to management positions; 
(4) revise the management curriculum to incor- 
porate more e-learning and promote continuous 
learning; and (5) evaluate the effectiveness and 
impact of the leadership training program. 

$12,200 

$7,564 

$4,636 
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Recommended FY2007 Program Increases: Infrastructure and 
Management Modernization — Continued 

(In $/thousands) 


Infrastructure and Mgt Modernization Program In- 
creases 

Total 

Enforce- 

ment-Re- 

lated 

Service-Re- 

lated 

Subtotal Modernization 

$104,715 

$67,660 

$37,055 


Appendix 5: 


Recommended FY2007 Program Increases: Business Systems 

Modernization 

(In $/thousands) 


Business Systems Modernization Program Increases 

Total 

Web-based Self Service 

Identify and design initial set of internet self-service applications. 

$24,200 

Filing & Payment Compliance (F&PC) 

Completes delivery of full capability needed to support Private Collection 
Agencies. 

$30,000 

Modernized e-file (MeF) 

Funds development, testing and deployment of modernized electronic fil- 
ing for Form 1040. 

$70,200 

Customer Account Data Engine (CADE) 

Process 33 million returns for the FY2007 filing season. 

$25,000 

Core Infrastructure Projects 

Improve the facilities which allow pre-deployment testing and integration 
of modernized systems, which help ensure modernized systems will op- 
erate as needed when they are deployed. 

$17,900 

Architecture, Integration & Management 

Ongoing support and improvements to BSM’s program with planning, en- 
gineering, and management activities. 

$12,800 

Management Reserve 

$8,500 

Subtotal BSM 

$188,600 


Explanation for Difference in IRS Oversight Board Budget in the Adminis- 
tration’s FY2007 Budget Request and this Recommendation 

After the Board-approved budget is submitted to the Department of Treasury, it 
is reviewed and modified by both the Treasury Department and the Office of Man- 
agement and Budget (0MB) before being incorporated into the President’s budget. 
During the first several years of IRS Oversight Board operation, the Treasury De- 
partment would inform the Oversight Board of changes as the IRS budget pro- 
gressed through the formulation process. However, for the past two years, the 
Treasury Department has taken the position that although RRA98 provides the 
Oversight Board with the responsibility of reviewing and approving the budget re- 
quest prepared by the Commissioner and submitted to the Department of the Treas- 
ury, this authority does not include participating in subsequent budget decision ad- 
justments and formulation of the President’s Budget. 

Consequently, changes in IRS requirements that occur after the Board approves 
the IRS budget are not provided to the Board, and can only be considered by the 
Board when the President’s budget is made available to the public. The Board ad- 
justed its previously approved budget to account for the following circumstances: 

• The Board’s initial FY2007 budget was based on the FY2006 President’s re- 
quest, not the enacted appropriation, and is adjusted to use the FY2005 enacted 
level as the base. 





64 


• The inflation factors for labor and non-pay inflation were not known to the 
Board when it first approved the IRS budget, and are adjusted to reflect the 
lower base as well as changes in rates. 

• The IRS budget submitted to the Board identified approximately $15 million in 
savings, which the Board approved. During subsequent reviews with the Treas- 
ury Department and 0MB, the IRS identified an additional $106 million in sav- 
ings, for a total savings of $121 million. The Board’s budget is adjusted to re- 
flect these additional savings, despite the Board’s assessment that they may 
represent some risk. 

• The IRS budget submitted to the Board did not identify any fee offsets, which 
were not yet authorized by Congress. The Board’s budget is adjusted to reflect 
these offsets. 

• The budget is adjusted to reflect the development of an IRS Infrastructure Blue- 
print to define a cost-effective approach to meeting IRS infrastructure needs 
and the elimination of the need to fund Kansas City growth in FY2007. 

Endnotes 

^The President’s budget includes on pages IRS-127 to IRS-129 of the Congressional Justifica- 
tion, as required by law, a copy of the FY2007 IRS budget the Oversight Board approved and 
submitted to the Department of the Treasury. The Board’s recommended budget, as show on 
these pages, is higher than the request shown above; Appendix 6 provides an explanation of the 
differences. 

2 Statistics provided to the Oversight Board by the IRS. 

^ Professor Claes Fornell, “ACSI Commentary: Federal Government Scores”, December 15, 
2005. 

4 IRS Oversight Board, 2005 Taxpayer Attitude Survey. 

® Comptroller General David Walker, Testimony Before the Senate Budget Committee, “Tax 
Gap: Making Significant Progress in Improving Tax Compliance Rests on Enhancing Current 
IRS Techniques and Adopting New Legislative Actions,” February 15, 2006, GAO-06-453T. 

® Nina E. Olson, National Taxpayer Advocate, Testimony Before the Senate Subcommittee on 
Federal Financial Management, Government Information, and International Security Com- 
mittee on Homeland Security and Governmental Affairs, October 26, 2005 
Tax Notes, February 16, 2006 

® Charles O. Rossotti, Many Unhappy Returns: One Man’s Quest to Turn Around the Most 
Unpopular Organization in America, Harvard University Press, 2005. p. 278. 

^ A1 Crenshaw, “Letting Cheaters Prosper,” Washington Post, April 14, 2004. 

Statement by the Members of the President’s Advisory Panel on Federal Tax Reform, 
“America Needs a Better Tax System,” April 13, 2005. 

11 National Taxpayer Advocate, “Testimony Before the Senate Budget Committee, Causes and 
Solutions to the Federal Tax Gap,” February 15, 2006. 

12 IRS Commissioner Mark Everson, Testimony Before the Senate Budget Committee, Feb- 
ruary 15, 2006 

1^ Everson, op.cit. 

14 Tax Notes, Everson Says IRS Could Collect Up To $100 Billion More Per Year, February 
16, 2006 

1® IRS Press Release, “IRS to Raise Some User Fees in 2006,” IR-2005-144, December 19, 
2005. 

1® AICPA, “Statement Presented to the IRS Oversight Board, “Meeting the Customer Service 
Needs of Taxpayers and the Importance of Measures”, February 8, 2006. 

1”^ Statement of Diana Leyden, Associate Clinical Professor of Law, University of Connecticut 
School of Law Tax Clinic Before the IRS Oversight Board, February 8, 2006. 

1® Senator Max Baucus, Opening Statement, Senate Finance Committee, Hearing, April 14, 
2005. 

1^ The National Taxpayer Advocate, 2005 Annual Report to Congress, Executive Summary, 
p. i-i. 

20 General Accountability Office, Report to Congress, “Business Systems Modernization: Inter- 
nal Revenue Service’s Fiscal Year 2006 Expenditure Plan,” February 2006, GAO-06-360, pp. 2- 
3. 

21 Statement of Professor Joel Slemrod, University of Michigan Ross School of Business, before 
the President’s Advisory Panel on Federal Tax Reform, March 3, 2005. 


Chairman RAMSTAD. Thank you, Mr. Wagner. Mr. Hugo, 
please. 

STATEMENT OF TIMOTHY HUGO, EXECUTIVE DIRECTOR, 
FREE FILE ALLIANCE 

Mr. HUGO. Mr. Chairman, thank you for the opportunity to ap- 
pear before you today. I am Tim Hugo, and I am the Executive Di- 
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rector of the Free File Alliance, and I have served in this position 
since July of 2005. 

The Free File Alliance is a voluntary association of tax software 
companies that provides free tax preparation e-file service under a 
growing set of rules that govern the IRS Free File program. Cur- 
rently, we have 20 members. Member companies come and go, and 
we are open to new members each year. 

I am very proud of the public-private partnership that the Alli- 
ance and the IRS have created over the life of the program, now 
in its fourth year. The Alliance companies have donated over $14 
million free tax returns to U.S. taxpayers. Estimates are that each 
return has saved the U.S. taxpayer approximately $30, and a case 
can be made that it is even more, but this would also indicate that 
the U.S. taxpayers have saved over $42 million, but the savings to 
the IRS are far greater and are summarized below. 

First, the IRS has been able to avoid the cost the industry must 
accept to development software product which changes every year 
as Congress makes changes to the Code. Second, the IRS has 
avoided the necessity of building computer and telecom infrastruc- 
ture to take individual returns from the Alliance. Alliance compa- 
nies paid this cost. Third, the IRS saves $7 or more each time a 
paper return filer converts to submitting a return electronically. 
Fourth, and perhaps most importantly, it keeps the IRS from ac- 
cepting the conflicting role of tax preparer and tax cop. Fifth, the 
IRS has avoided significant technological and political risk of a se- 
curity breach or a failure of an IRS product. Sixth, the Free File 
Alliance makes the IRS and the Alliance member partners, not op- 
ponents. If the IRS were to become a competitor, it would create 
a very different and dynamic relationship with industry. 

This 2005 renewal of the agreement between the IRS and the Al- 
liance, after three pioneering years, was the work of the program’s 
maturity and success, but it required a balance. 

Again, this year, we refocused, as has been commented earlier, 
we have refocused on the low-income and low and middle income 
that serves $93 million — makes eligible $93 million, 70 percent of 
the taxpayers. 

We have a full statement that I would ask be submitted for the 
record, and I thank you, sir, and look forward to answering ques- 
tions. 

[The prepared statement of Mr. Hugo follows:] 

Statement of The Honorable Timothy D. Hugo, Executive Director, 

Free File Alliance 

Good morning, Mr. Chairman, and other distinguished Members of the Sub- 
committee. 

I am the Executive Director of the Free File Alliance, LLC (“Alliance”). 1 have 
served in that capacity since July of 2005. I am only part-time on this role. I also 
serve as an elected Member of the Virginia General Assembly where 1 am in my 
third term. 

The Free File Alliance is a voluntary association of tax software companies that 
provide free tax preparation and efiling services under the growing set of rules that 
govern the IRS Free File Program. Currently, we have twenty member companies. 
Member companies can and do come and go. We are open to new members each 
year. 

I am very proud of the public-private partnership the Alliance and IRS have cre- 
ated. Over the life of the program, now in its fourth year, the Alliance companies 
have donated over 14,000,000 free tax returns to the U.S. taxpayers. I estimate that 
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each return has saved U.S. teixpayers approximately $30 and a case can he made 
for an even greater number. That would indicate U.S. taxpayers have directly saved 
over $42,000,000. But the savings to the IRS are far greater, and can he summa- 
rized as follows. 

First, the IRS has been able to avoid the costs industry must accept to develop 
a software product — which must be changed each year as Congress makes its 
changes in the Code. 

Second, the IRS has avoided the necessity of building the computer and tele- 
communications infrastructure to take individual returns from taxpayers — ^Alliance 
companies pay these costs. 

Third, the IRS saves $7 or more each time a paper return filer converts to submit- 
ting a return electronically. 

Fourth, and perhaps most importantly, it keeps the IRS from accepting the con- 
flicting role of tcix preparer and teix cop. 

Fifth, the IRS has also avoided significant technological and political risks of a 
security breach or failure of an IRS product. 

Sixth, the Free File Program makes the IRS and Alliance members partners, not 
opponents. If the IRS becomes a competitor, it will create a very different and dy- 
namic relationship with industry. 

The 2005 renewal of the Agreement between the IRS and the Alliance after three 
pioneering years was a mark of the program’s maturity and success, but required 
a balance between conflicting policy goals. The 2005 Agreement continues the same 
core agreement as was originally negotiated, but with some interesting changes. The 
IRS is still not permitted to take on the role of a tax preparation company. 

The Alliance member companies do not always agree on what is good policy, or 
what is good for their companies. Within the government there is also disagreement 
as to what should be the requirements of this program, which revealed itself when 
the IRS and Treasury took slightly different negotiating positions with the Alliance 
in 2005, notwithstanding that they both work for the same President. Important 
Members of Congress have urged different policies for the Free File Program. The 
2005 Agreement is a product of all these forces. Let me tick off what I think are 
the key elements of the 2005 Agreement. 

First, the Alliance member companies have over time voluntarily agreed to impose 
standards of conduct on themselves which exceed all government regulation and re- 
quirements. These standards were often suggested or sought by the IRS. While ac- 
cepting this challenge, the Alliance has an appropriate corresponding fear that over 
time the IRS or Congress will use the existence of the Free File Program to create 
a new regulatory regime that will burden the companies in the Free File Program, 
but not companies who do not participate. After years of experience, it became clear 
that both the IRS and the Alliance need to have authority to restrict any Alliance 
member company that does not meet the voluntary high standards. Correspond- 
ingly, a dispute resolution mechanism was created in the 2005 Agreement to utilize 
the General Services Board of Contract Appeals (“GSBCA”) to arbitrate with compa- 
nies who contest IRS determinations that their practices do not meet the high 
standards. 

Second, and related to the first issue. Alliance members agreed to restrictions on 
sale of certain ancillary products, particularly Refund Anticipations Loans (“RALs”), 
that exceed those required by law and regulation. 

Third, the IRS and the Alliance agreed to certain measures designed to refocus 
the Free File Program on its original intent to service lower income, disadvantaged 
and underserved taxpayer populations. How and why did we do so? 

The Alliance companies are currently required to provide free services to 93 mil- 
lion taxpayers, which is 70% of the U.S. taxpayers. This is an increase from the 60% 
of taxpayers the Alliance agreed to cover in the original Agreement. This binding 
70% coverage requirement will increase in numbers as the taxpayer population in- 
creases. 

This focus on the poor, lower income, disadvantaged and underserved was an un- 
derpinning of the original Alliance-IRS agreement. It has been recognized through- 
out the Program’s history. It is contained in many of the documents that collectively 
constitute our forming our agreement. 

For example, this language is written in the first and only Supplemental Memo- 
randum of Understanding Between the IRS and Free File Alliance. A copy of this 
one page document is appended to my statement. 

It also appears as a portion of the Purpose in the Alliance Operating Agreement 
(a current version of paragraph 2.6 of that document is appended to my statement). 

It is contained in the Preamble of the Memorandum of Understanding on Service 
Standards and Disputes Between the IRS and Free File Alliance executed in 2005 
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(“offer online preparation and filing services to taxpayers least able to afford e-filing 
tax returns. . . 

It also appears in a letter from Chairman Ernest Istook, then Chairman of the 
Transportation, Treasury and Independent Agencies Appropriations Subcommittee, 
to the current Treasury Secretary and IRS Commissioner, and states in part that 
the program should be focused upon the “under served and lower income citizens. 
. . . There should be no uncertainty that the Free File Alliance program is not in- 
tended to provide universal free service to all regardless of need. Such an objective 
could break the market-based model that enables the donation of the services at no 
cost to those who truly need them.” 

Some may assert the program should provide Bill Gates and Warren Buffett, or 
other wealthy folks, with free returns. But I do not think a compelling policy case 
can be made that such high wealth individuals need such free services. Last year 
$4 billion in eligible EITC pa 3 Tnents were not paid to U.S. taxpayers who qualify. 
Those are the people to whom I want to provide free services to, and potentially 
transform their lives. 

Fifty-five million people in this country have no bank account. Let’s bring them 
into some aspect of the modern financial system, even if they have to do their Free 
File return at a VITA site or public library. A very few miles from this hearing 
room, in Anacostia, on the aptly named Good Hope Road, Operation HOPE, an Afri- 
can-American focused financial literacy group, provides 16 internet work stations 
where people in the community can and do take advantage of Free File services. 
Those are the people I believe we should focus upon. 

Both the IRS and the Alliance made their own evaluations of how to ensure the 
long term success of the program. Both concluded the 2005 agreement meets a vari- 
ety of needs. The 2005 Agreement has created a stable program with well under- 
stood rules. Free for everyone may sound great, but it has consequences, such as 
creating pressure for sales of ancillary products. We have tried to appropriately bal- 
ance policy concerns, and now we need to see how that balance works out in prac- 
tice. If any company wants to give away their product free to everyone, there is no 
restriction in their choosing to do so at the their own web page, or in Union Station, 
or anywhere else but the Free File site. 

We do not yet know the final volumes of Free File returns in this tax season. The 
IRS and Alliance annually cooperate in evaluating each season, decide what went 
well, what needs to be fixed, and what research is needed to better evaluate this 
season. We need to do so again, and evaluate how the IRS can help the 93 million 
eligible taxpayers generate savings for themselves and the IRS. 

The Alliance program remains dynamic. But it cannot be used to satisfy every pol- 
icy. Let me give an example. All fifty states have little IRS-type organizations to 
collect taxes, and these agencies have a professional association called the Federa- 
tion of Tax Administrators (FTA). Approximately 20 states, led by New York, Michi- 
gan and many others, are working to replicate the success of the Free File model. 
We appreciate those states’ efforts. The Alliance does not administer these state 
Free File programs. But the FTA has in the past focused their efforts on the other 
20 states that have chosen to compete and create tax software products. FTA took 
the position that the IRS should require that the Alliance provide free state tax re- 
turns to states that compete. We do not feel comfortable dealing in an indirect man- 
ner with groups like the FTA. If the FTA wants to talk to us about this program, 
we welcome them — but note that the FTA walked out of such talks when the Free 
File Program was starting and hence are not fully reaping the benefits of the pro- 
gram. 

CONCLUSION 

We appreciate the Subcommittee’s interest in the Free File Program, and look for- 
ward to answering your questions. 


Chairman RAMSTAD. Thank you, Mr. Hugo. The Chair now rec- 
ognizes Mr. White, please. 

STATEMENT OF JAMES R. WHITE, DIRECTOR, STRATEGIC 
ISSUES, U.S. GOVERNMENT ACCOUNTABILITY OFFICE 

Mr. WHITE. Thank you, Mr. Chairman. Mr. Chairman and 
Members of the Committee, we are pleased to participate in today’s 
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hearing. I want to cover three topics: the filing season, IRS’ 2007 
budget requests, and IRS’s new long-term goals. 

First, IRS’ filing season performance so far has improved com- 
pared to last year, and this continues a trend of improvement going 
back several years. Return processing has gone smoothly with over 
70 percent of refunds now directly deposited to taxpayers’ bank ac- 
counts, which is faster, less costly and more convenient than 
issuing paper checks. Telephone assistance continues to improve 
with the accuracy rate for both tax law and taxpayer account ques- 
tions now over 90 percent. Wait time to get through to the tele- 
phone assistor is down from almost 4 minutes to 3 minutes. IRS’ 
website is heavily used and highly rated by external reviewers. 

Taxpayers continued the recent pattern of using IRS’ walk-in 
sites less, and volunteer sites run by community based organiza- 
tions more. 

Perhaps the biggest concern about the filing season is the slower 
growth rate of electronic filing that has been discussed. Electronic 
filing is up this year, but only by 2 percent compared to last year. 
E-filing is important because it reduces the staff needed for labor- 
intensive processing of paper returns. Since 1999 IRS reduced staff 
devoted to paper processing by about 1,600. According to IRS, the 
slower growth of e-filing is due to new income limits in the Eree 
File program, which reduced the number of taxpayers eligible to 
file electronically for free via IRS website and the termination of 
the Tele-File program. 

Turning to IRS’ budget, the 2007 budget request is for $11 bil- 
lion, a slight decrease after adjusting for inflation. The decrease is 
reflected in staffing. IRS is proposing to cut staffing for service by 
about 4 percent, and for enforcement by about 2 percent. 

However, IRS is proposing to improve performance for both serv- 
ice and enforcement. The 2007 budget request sets performance 
goals that are higher than or equal to those for 2006. The proposed 
budget also reduces funding by 15 percent for BSM, the ongoing ef- 
fort to replace IRS’ aging information systems. This reduction could 
impede progress delivering improvements to taxpayers. 

In a tight budget environment, savings and efficiencies can help 
agencies fund their programs. For 2007 IRS has identified $121 
million in savings, expected to free up about 1,400 FTEs for other 
uses. While commendable, there are opportunities for additional 
savings. For example, we were told that IRS’ 25 call sites have un- 
derutilized space. Because calls to IRS are routed through a central 
call processing center in Atlanta, the 25 call sites could be consoli- 
dated without affecting service to taxpayers. 

Another option for gaining efficiencies is to increase electronic fil- 
ing by additional mandates. The IRS currently mandates electronic 
filing for large corporations, and 12 States mandate electronic filing 
of individual tax returns by certain tax preparers. 

Now I want to discuss IRS’ new long-term goals. The IRS’ budget 
request sets two long-term goals, increasing the voluntary compli- 
ance rate from 83 percent to 85 percent, and reducing the percent- 
age of taxpayers who think it is acceptable to cheat on their taxes 
to under 9 percent by 2009. However, the effect of taxpayer service 
and enforcement on compliance has never been quantified. Con- 
sequently, IRS does not have a database plan demonstrating how 
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it will achieve the goals, nor does IRS have a plan to measure com- 
pliance by 2009. The compliance rate has been measured once since 
1988. Reducing the net tax gap of $290 billion and increasing com- 
pliance will be a challenge. 

For years, we have listed tax law enforcement as a high-risk 
area. Despite IRS’ efforts, the tax gap has persisted at a relatively 
stable level for decades. Although IRS’ enforcement efforts are 
vital, reducing the tax gap will require innovative solutions beyond 
funding for IRS. These solutions include increasing the types of in- 
come subject to withholding, more information reporting about in- 
come, and simplifying the Tax Code. 

Mr. Chairman, this conclude my statement. I would be happy to 
answer any questions. 

[The prepared statement of Mr. White follows:] 

Statement of James R. White, Direetor, Tax Issues, U.S. Government 
Aeeountability Offiee 

Mr. Chairman and Members of the Subcommittee: 

Since the passage of the Internal Revenue Service (IRS) Restructuring and Re- 
form Act of 1998 (RRA 98), IRS has made noticeable improvements to taxpayer 
services such as telephone assistance, and delivered some modernized information 
systems that, among other benefits, speed up refunds to taxpayers. Increased fund- 
ing financed some of the improvements, but a significant portion has been financed 
internally through efficiencies from increased electronic filing of teix returns and 
other operational improvements. 

IRS has also increased revenue collected through its enforcement programs; how- 
ever, tax law enforcement continues to be included on our list of high-risk federal 
programs.^ This is due, in part, to the persistence of a large tax gap.^ IRS estimated 
the gross teix gap to be $345 billion for tax year 2001. After late payments by tax- 
payers and revenue brought in by IRS’s enforcement efforts, the resulting net teix 
gap is estimated to be $290 billion."^ Even modest progress in reducing the tax gap 
would yield significant revenue; each 1 percent reduction would likely yield nearly 
$3 billion annually. 

If its 2007 budget request is a harbinger of longer term funding, IRS faces an era 
of tight budgets. Consequently, continued performance improvements will depend on 
the extent to which IRS can make more efficient use of limited resources to provide 
internal funding for the improvements. By indicating how resources are allocated 
to specific programs and activities within the agency, the budget request is a key 
planning tool showing where the agency intends to achieve additional efficiencies. 

The 2007 budget request is also an indication of how IRS intends to achieve 
longer term goals. For the first time, IRS lists two agencywide long-term goals: to 
increase the compliance rate and reduce the proportion of taxpayers who think it 
is acceptable to cheat on their taxes.® This budget can be viewed as a first step in 
a series of annual steps that will determine whether IRS achieves these long-term 
goals. 

Our statement discusses IRS’s 2006 filing season performance to date and fiscal 
year 2007 budget request. To address your request, we assessed (1) the interim re- 
sults of IRS’s 2006 filing season performance compared to prior years; (2) IRS’s 
budget request compared to prior years; and (3) how the budget helps IRS achieve 
its long-term goals aimed at reducing the teix gap. 


ipub. L. No. 105-206 (1998). 

2 GAO, High Risk Series: An Update, GAO— 05-207 (Washington, D.C.: January 2005). 

^The tax gap is an estimate of the difference between the taxes that should have been timely 
and accurately paid and what was actually paid. Throughout this statement, references to the 
tax gap refer to the gross tax gap unless otherwise noted. 

4 GAO, Tax Gap: Making Significant Progress in Improving Tax Compliance Rests on Enhanc- 
ing Current IRS Techniques and Adopting New Legislative Actions, GAO— 06^53T (Washington, 
D.C.: Feb. 15, 2006). 

® The Congress set one long-term goal for the IRS in RRA 98 for IRS to have 80 percent of 
all individual income tax returns filed electronically by 2007. We and IRS have previously re- 
ported that IRS likely will not meet this goal. Also, IRS’s budget describes plans to establish 
other agencywide goals, targets for which have not yet been established and therefore are not 
listed in the budget request. 
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Our assessment of the interim results of IRS’s filing season is based on comparing 
IRS’s performance this year to prior filing seasons, monitoring various production 
meetings and production statistics, reviewing other IRS documents and reports, 
interviewing IRS and Treasury Inspector General for Teix Administration (TIGTA) 
officials and paid tax practitioners and other external stakeholders, reviewing 
TIGTA and other external reports, and reviewing IRS’s Web site. Our assessment 
of the budget request is based on a comparative analysis of IRS’s fiscal year 2002 
(in most cases) through 2007 budget requests, funding, expenditures, and other doc- 
umentation and interviews with IRS officials. We used historical budget and per- 
formance data from reports and budget requests used by the IRS, Department of 
the Treasury, and Office of Management and Budget. In past work, we assessed 
IRS’s budget and performance data. Since the data sources and procedures for pro- 
ducing this year’s budget and performance data have not significantly changed from 
prior years, we determined that the data were sufficiently reliable for the purposes 
of this statement. The budget and performance data for fiscal years 2006 and 2007 
are subject to change as IRS revises its estimates. We did not verify IRS’s estimates 
for enforcement revenue and the tax gap. IRS presents teix gap information as sup- 
plemental information in its financial statements; that information is not required 
to be audited. However, we have been involved in tax gap methodology briefings, 
and the TIGTA has an ongoing review of the accuracy of IRS’s teix gap estimates. 
Additionally, our analysis of IRS’s Business Systems Modernization (BSM) program 
was based primarily upon the results of our detailed review of IRS’s fiscal year 2006 
BSM expenditure plan in a recent report.® We performed our work in Washington, 
D.C., and Atlanta, Georgia, from January 2006 through April 2006, in accordance 
with generally accepted government auditing standards. 

Our statement makes these key points: IRS has improved its 2006 filing season 
performance to date in important areas compared to last year, continuing a recent 
trend. IRS’s returns processing has gone smoothly and over 70 percent of refunds 
are now directly deposited to teixpayers’ bank accounts, which is faster, more con- 
venient and less costly than issuing paper checks. Electronic filing continues to 
grow, but at a slower rate. So far this filing season, electronic filing has grown 2.4 
percent compared to 4.3 percent annually for the previous two years. According to 
IRS officials, the slower rate of growth is due, in part, to new income limits in the 
Free File program, which reduced the number of teixpayers eligible to file electroni- 
cally for free via IRS’s Web site, and the termination of the TeleFile program, which 
eliminated electronic filing by phone. Telephone assistance has improved this year, 
in part, due to lower call volume. The percentage of taxpayers attempting to reach 
an IRS telephone assistor and who actually received service increased 1 percentage 
point to 84 percent this filing season and the length of time taxpayers waited to 
get their calls answered decreased from 235 seconds to 182 seconds. The accuracy 
of IRS’s responses to tax law and account questions improved — both are now at 90 
percent or more. IRS’s Web site is being used more, is performing well based on 
third-party evaluations, and has been reconfigured with the goal of improving tax- 
payer service. Taxpayers continued the recent pattern of using IRS’s walk-in sites 
less, and using sites run by community-based organizations and staffed by volun- 
teers more. 

• IRS’s fiscal year 2007 proposed budget is $11 billion, which is a small decrease 
compared to the 2006 enacted level after adjusting for expected inflation.'^ For 
service, the budget proposes to cut staffing by 4 percent. For enforcing teix laws, 
the budget proposes to cut staffing by 2 percent. However, for service and en- 
forcement, the budget sets performance goals for 2007 that are higher than or 
equal to those for 2006. For maintaining and operating IRS’s existing informa- 
tion systems (IS), the 2007 budget request shows an increase in resources when 
compared to the 2006 enacted budget. However, when compared to the level 
currently assumed for 2006, the 2007 budget request leaves Full-time Equiva- 
lents (FTE) ® for IS virtually constant. For the BSM program, which is the ongo- 
ing effort to replace the agency’s aging information systems, the budget pro- 
poses to reduce spending by about 16 percent. This reduction could delay deliv- 
ery of improved services for teixpayers. As it has in prior years, IRS’s budget 


® GAO, Business Systems Modernization: Internal Revenue Service’s Fiscal Year 2006 Expend- 
iture Plan, GAO-06-360 (Washington. D.C.: Feb. 21, 2006). 

"^The Congressional Budget Office is estimating inflation to be 1.8 percent in 2007. Congres- 
sional Budget Office, The Budget and Economic Outlook: Fiscal Years 2007 to 2016. (Wash- 
ington, D.C.: January 2006). 

® According to IRS, a FTE is the equivalent of one person working full-time for one year with 
no overtime. A staff year includes overtime. Therefore, the cost of 1 staff year is equal to the 
cost of 1 FTE plus overtime. 
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request identifies savings — the 2007 budget proposes to save over $121 million 
and 1,424 FTEs. However, additional opportunities exist for savings. One is to 
increase electronic filing by additional use of mandates. IRS currently mandates 
electronic filing by large corporations and 12 states currently mandate elec- 
tronic filing of individual income tax returns by certain tax preparers. Another 
opportunity is to consolidate IRS’s 25 telephone call sites. IRS officials told us 
that the call sites have space that is not used for 850 staff. Call sites could be 
consolidated without affecting service to teixpayers. Finally, IRS has long been 
hampered by a lack of current and accurate cost information for making re- 
source allocation decisions. IRS recently implemented components of a cost ac- 
counting system, but needs to continue gathering the cost data needed to make 
it an effective planning tool. 

• IRS’s budget request sets two long-term goals: increasing the rate of voluntary 
compliance from 83 percent to 85 percent by 2009 and reducing the percentage 
of taxpayers who think it is acceptable to cheat on their teixes from 10 percent 
to 9 percent in 2008. These goals will be challenging to meet because the tax 
gap has persisted at a relatively stable level of 81 to 84 percent for many years. 
However, because the effect of taxpayer service and enforcement on compliance 
has never been quantified, IRS does not have a data-based plan demonstrating 
how it will use its programs to achieve its goals and reduce the tax gap. Nor 
does IRS have a plan for measuring compliance by 2009. Reducing the tax gap 
will likely require new and innovative solutions such as simpli^dng the teix 
code, increasing income subject to withholding, and increasing information re- 
porting about income. IRS’s budget request includes several proposals for in- 
creasing compliance that would not require additional resources for IRS. For ex- 
ample, the Department of the Treasury plans to study, and we have long sup- 
ported, clarifying the definition of independent contractors and requiring addi- 
tional information reporting on their income, steps that could increase tax rev- 
enue by billions of dollars. 

IRS’s Filing Season Performance to Date Has Improved in Important Areas, 
Continuing a Recent Trend 

IRS improved its 2006 filing season performance in important areas that affect 
large numbers of taxpayers. This continues a trend of improvement since at least 
2002. Returns processing has gone smoothly and electronic filing continues to grow, 
although at a slower rate than in previous years. Teixpayer assistance has improved 
in the two most commonly used services — toll-free telephones and the Internet Web 
site. Fewer taxpayers visited IRS’s walk-in sites, and more sought assistance at vol- 
unteer-staffed sites. 

Return Processing Has Been Smooth and Electronic Filing Continues to 
Grow, Although At a Slower Rate Than Previous Years 

From January 1 through March 17, 2006, IRS processed about 63 million indi- 
vidual income teix returns, about the same number as the same period last year. 
Of those returns, 47 million returns were filed electronically (up 2.2 percent) and 
16 million returns were filed on paper (down 9.8 percent). 

According to IRS data and officials, returns processing has gone smoothly so far 
this filing season. IRS issued 56 million refunds, 40 million, or 71 percent, of which 
were directly deposited, up 3 percentage points over the same period as last year. 
Direct deposit is faster, more convenient for taxpayers, and less expensive for IRS 
than mailing paper checks. 

Because of the volume of teix returns, it is normal for IRS to experience some 
processing disruptions, although this year, disruptions have not been significant. 
For example, 13 different teix forms were unavailable for electronic filing until Feb- 
ruary 1 due to the late hurricane relief legislation, which caused a minor processing 
delay for some returns. 

Furthermore, IRS officials said that the new Customer Account Data Engine 
(CADE), which is intended eventually to replace IRS’s antiquated Master File sys- 
tem containing teixpayer records, processed 4.3 million returns and dispersed 3.8 
million refunds, so far during the 2006 filing season without disruptions. IRS is re- 
porting that direct deposit refunds and paper check refunds are being issued within 
4 and 6 business days, respectively, after tax returns are posted to CADE, which 
is faster than for returns processed by the Master File system. CADE’s growth in 
future years will directly benefit taxpayers. Not only can it speed up refunds, but 
it also updates taxpayer account information quicker than the Master File system. 

Representatives of the teixpayer industry corroborated IRS’s view that the filing 
season is going smoothly. Groups and organizations that we talked to included the 
National Association of Enrolled Agents, the American Institute of Certified Public 
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Accountants, and others. In addition, the TIGTA recently testified that thus far it 
has seen no significant problems during the filing season.® 

The growth of electronic filing is important, because it generates savings by reduc- 
ing staff years needed for labor intensive paper processing. Between fiscal years 
1999 and 2006, IRS reduced the number of staff years devoted to paper and elec- 
tronic processing by 1,586, or 34 percent as shown in figure 1. 

Figure 1: Number of Individual Returns and IRS Staff Years for Individual 
Paper and Electronic Processing, Fiscal Years 1999-2007 
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^ Fiscal years 2006 and 2007 are IRS projections. 

Note: Staff years and FTE are units of measurement that are often used interchangeably. As 
noted in the figure, staff years for paper filing are for selected major activities only. 

Electronic filing continues to grow but at a slower rate than previous years. This 
year’s 2.4 percent rate of growth is less than the average annual rate of growth of 
4.3 percent for each of the preceding 2 years. According to IRS officials, the slower 
growth in electronic filing this year is due, in part, to changes in the Free File pro- 
gram, which reduced the number of taxpayers eligible to file electronically for free 
this year and to reduced advertising by companies involved in that program, and 
the termination of the TeleFile program, which eliminated the way for teixpayers to 
file their returns electronically via telephone. 

The Free File program enables taxpayers to file their returns electronically via 
IRS’s Web site. Through IRS’s Web site, taxpayers can access the Web sites of 20 
companies comprising the Free File Alliance. The alliance is a consortium of teix 
preparation companies that agreed to offer free return preparation and electronic 
filing for teixpayers that meet certain criteria (see app. 1 for further detail). In an 
amended agreement with IRS that took effect this year, the Free File Alliance set 
a $50,000 income limitation on taxpayer participation. This limit was absent last 


® Written statement of Treasury Inspector General for Tax Administration, J. Russell George, 
before the Committee on Appropriations, Subcommittee on Transportation, Treasury and Hous- 
ing and Urban Development, the Judiciary, District of Columbia, and Independent Agencies, 
U.S. House of Representatives, Hearing on the Internal Revenue Service’s Fiscal Year 2007 
Budget, Washington, D.C., Mar. 29, 2006. 
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year and reduced the number of taxpayers eligible to participate in the program. 
As of March 19, 2006, IRS processed about 2.9 million free file returns, which is 
a decrease of 23 percent from the same period last year. This decline is inconsistent 
with IRS’s projection that it would receive 6 million tax returns filed through the 
Free File program, almost a million more compared to last year. 

For 2006, IRS terminated the TeleFile program. IRS expected that eliminating 
TeleFile would reduce electronic filing, but justified the decision because of declining 
usage and relatively high costs. The number of taxpayers using the program had 
been decreasing — from approximately 5.7 million in 1999 to 3.8 million in 2004. IRS 
estimated the cost per tax return submitted through TeleFile, typically Form 
1040EZ, to have been $2.63 versus $1.51 for a return filed on paper, largely due 
to contractor, telecommunications, and other costs. Given the limitations of IRS’s 
cost accounting system, the validity of these figures is unknown. IRS officials stated 
that the reason for this year’s increase in the number of 1040EZ returns filed on 
paper is due, in part, to the elimination of TeleFile. Through March 17, 2006, the 
number of 1040EZ returns has increased 18 percent from last year. 

Options for increasing electronic filing, in particular mandated electronic filing, 
will be discussed in the budget section of this statement. 

Telephone Access and Accuracy Improved, in Part Due to Lower Call Vol- 
ume 

Taxpayers’ ability to access IRS’s telephone assistors and the accuracy of answers 
provided improved compared to previous years. From January 1 through March 11, 
2006, IRS answered approximately 22 million phone calls, which is about a 7 per- 
cent decline from the same period as last year.^^ The call volume has been less than 
projected by IRS and less than was assumed when IRS set staffing levels for tele- 
phone assistors for the filing season. IRS officials offered several explanations for 
the unexpected decline in call volume. One explanation is that more teixpayers are 
using improved tax preparation software, which reduces their need to call IRS. An- 
other explanation is that more taxpayers are getting through to a telephone assistor 
the first time they call, thus reducing the need for taxpayers to call again. 

As shown in table 1, the percentage of taxpayers who attempted to reach an 
assistor and actually got through and received service — referred to as the level of 
service — was 84 percent so far this filing season compared to 83 percent over the 
same period last year — and greater than its 2006 fiscal year goal of 82 percent. Ac- 
cording to IRS officials, one possible explanation for the improvement in access is 
the decline in overall call volume. When call volume decreases, taxpayers are likely 
to wait less time to speak with an IRS telephone assistor. As a result, fewer tax- 
payers would likely hang up, increasing the percentage of teixpayers who get 
through to an assistor. 

IRS also reported that, so far this filing season, the average speed of answer 
(length of time teixpayers wait to get their calls answered) is down 53 seconds from 
the same time last year to 182 seconds, a decrease of about 23 percent, and signifi- 
cantly better than IRS’s 2006 fiscal year goal of 300 seconds. IRS also reported that 
the rate at which taxpayers abandoned their calls to IRS decreased from 11.5 per- 
cent to 8.9 percent compared to the same period last year. 


Table 1: IRS Telephone Assistance Performance in the First Weeks 
of the Filing Seasons, 2002 through 2006 


Telephone assistance 

2002 

2003 

2004 

2005 

2006 

Total calls ^ 

34,489 

27,905 

29,058 

23,340 

21,616 


Despite less demand overall, call volume increased from affected taxpayers in federally-de- 
clared disaster areas. IRS maintains a special services hotline (1-866-562—5227) to provide as- 
sistance on questions related to hurricane relief and combat zone participation. Between Janu- 
ary 1 and March 11, 2006, the hotline received 36,552 calls, an increase of 158 percent over 
the same period in 2005. According to IRS officials, the hotline received primarily combat zone 
calls in 2005 because there were so few federally-declared disaster areas. Therefore, IRS officials 
attribute the 2006 increase to the three major hurricanes in 2005. 

^^IRS divides abandoned calls into two subsets, primary abandons and secondary abandons. 
Primary abandons occur when callers hang up before being put into queue to wait for an avail- 
able assistor. Secondary abandons are the number of callers who hang up after being put into 
the queue to wait for an assistor. In November 2004, IRS established a program to help deter- 
mine where primary abandons occur within the IRS scripts. According to IRS officials, looking 
at the number and percentage of where callers hang up highlights opportunities where IRS can 
improve its menu prompt phrasings in a way that would be more beneficial for callers. 
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Table 1: IRS Telephone Assistance Performance in the First Weeks 
of the Filing Seasons, 2002 through 2006 — Continued 


Telephone assistance 

2002 

2003 

2004 

2005 

2006 

Answered by assistors 

9,208 

9,434 

10,116 

9,421 

8,653 

Answered by automation 

25,281 

18,471 

18,942 

13,919 

12,963 

Assistor level of service 

62% 

82% 

84% 

83% 

84% 

Average speed of answer^ 

227 

seconds 

183 

seconds 

199 

seconds 

235 

seconds 

182 

seconds 

Accounts customer accuracy 
rate estimates ® 

88.3% 

-^/-.9% 

87.9% 

+/-.7% 

+ GO 

91.7% 

+/-.7% 

92.7% 

+/-.7% 

Tax law customer accuracy 
rate estimates ® 

83.5% 

-t-/-.7% 

81.2% 

+/-1.0% 

75.8% 

+/-1.3% 

87.5% 

+/-1.0% 

90.2% 

+/-1.0% 


Source: IRS. 

® Total calls (i.e., calls answered by assistors and automation) and CSR level of service are based on actual 
counts from January 1 to March 16, 2002; March 15, 2003; March 13, 2004; Marchl2, 2005; and March 11, 
2006. 

'^From January 1 to March 16, 2002; March 15, 2003; March 13, 2004; March 12, 2005; and March 11, 2006. 

Based on a representative sample estimated at the 90 percent confidence interval from January through 
February 2002, 2003, 2004, 2005, and 2006. 

Using a statistical sampling process, IRS estimates that the accuracy of telephone 
assistors’ responses to teixpayers’ tax law and account questions improved compared 
to last year. IRS estimates its teix law accuracy rate to be 90.2 percent, an increase 
of 2.7 percentage points over the same time period last year, continuing an improve- 
ment since 2004. Additionally, IRS estimates that the accuracy rate to taxpayers’ 
inquiries about their accounts, to be 92.7 percent this year compared to 91.7 percent 
over same period last year, continuing an improvement since 2003. IRS officials at- 
tribute these improvements in performance to several factors, including better and 
more timely performance feedback for telephone assistors, increased assistor experi- 
ence, better training, and increased use of the Probe and Response Guide, a script 
used by telephone assistors to understand and respond to tax law questions. 

IRS’s Web Site Is Being Used More, Is Performing Well, and Has Been 
Reconfigured withthe Goal of Improving Taxpayer Service 

Use of IRS’s Web site has increased so far this filing season compared to prior 
years based on the number of visits and downloads. From January 1 through Feb- 
ruary 28, IRS’s Web site was visited 67 million times by visitors who downloaded 
56 million forms and publications. The number of visits reflects a 7 percent increase 
over the same period last year while the number of forms and publications 
downloaded has increased by 25 percent. 

Further, IRS’s Web site is performing well. For example, 

• we found IRS’s Web site to be readily accessible, easy to navigate, and easy to 
search, 

• an independent weekly study by Keynote, a company that evaluates Web sites, 
reported that IRS’s Web site has repeatedly ranked second out of 40 govern- 
ment agencies evaluated in terms of average download time. The same study 
also reported that IRS has repeatedly ranked first out of the most commonly 
accessed government related Web sites for response time and success rate, and 

• the American Consumer Satisfaction Index overall customer satisfaction with 
IRS’s Web site increased from 68 to 72 percent after IRS reconfigured the site. 

IRS reconfigured its Web site for the 2006 filing season. According to IRS officials, 
the goal for reconfiguring the Web site was to improve overall customer service 
through easier navigation and a more effective search function. As a result, the 
number of Web site searches has decreased by 53 percent, from 76 million during 
the same period last year to 36 million this year. Typically, search functions are 
used when users fail to find information through links. According to IRS officials, 
the decrease in the number of searches indicates that users are finding the informa- 
tion that they need faster. 

IRS also added the following new features to its Web site this year: 

• Electronic IRS: The Electronic IRS brand reconfigured the IRS’s Web site and 
made it easier to locate items, as evidenced by the decline in searches; 
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• Alternative Minimum Teix (AMT) Assistant: Helps taxpayers determine if they 
do not owe AMT; and 

• Help for Hurricane Victims: A special link that provides victims of the recent 
hurricanes information on special teix relief, assistance and how to get help with 
tcix matters; 

• IRS’s Weh site continues to include several important features in addition to the 
Free File program; 

• Where’s My Refund, which allows taxpayers to check on the status of their re- 
funds. As of March 20, 2006, 19.8 million taxpayers accessed the Where’s My 
Refund feature to check on the status of their tax refunds. This was a 21 per- 
cent increase from the same period last year; and 

• Electronic Teix Law Assistance, where teixpayers can ask IRS general teix law 
questions via its Web site. From January 1 through March 20, 2006, IRS re- 
ceived 7,353 emails requesting tax law assistance (down over 32 percent com- 
pared to last year). As of February 28, 2006, IRS estimated the accuracy rate 
of IRS’s responses to tax law questions submitted via the Web site, to be 85 
percent down from 88 percent in 2005. However, the average number of days 
that it took IRS to respond to tax law questions submitted via the Web site im- 
proved to 2.4 days, compared to 4 days in 2005. 

Taxpayers Continue Their Recent Pattern of Using IRS’s Walk-In Sites Less 
and Using Volunteer Sites More, and Information About the Quality of 
Service Remains Limited 

Fewer taxpayers have used IRS’s 400 walk-in sites so far in the 2006 filing season 
compared to the same period in prior years. Staff at walk-in sites provide taxpayers 
with information about their tax accounts and answer taxpayers’ questions within 
a limited scope of designated tax law topics, such as those related to income, filing 
status, exemptions, deductions, and related credits.^^ Walk-in site staffs also provide 
need-based tax return preparation assistance, limited to taxpayers meeting certain 
requirements.'^® As of March 11, 2006, the total number of contacts at IRS’s walk- 
in sites declined by approximately 12 percent compared to last year. The decline 
thus far this year is consistent with the annual trends in walk-in use shown in fig- 
ure 2, including IRS’s projection for 2006. The declines in the number of taxpayers 
using IRS’s walk-in sites, including for tax return preparation, are also consistent 
with IRS’s strategy to reduce its costly face-to-face assistance by providing tax- 
payers with additional options, such as IRS’s toll-free telephone service, Web site, 
and numerous volunteer sites. It is unclear, however, whether the declining volume 
is an indicator of how well IRS is meeting taxpayers’ demand for face-to-face assist- 
ance. For example, IRS does keep track of the number of taxpayers entering a walk- 
in site, taking a number to queue for service, but then leaving the site without re- 
ceiving service. If a taxpayer did not take a number, IRS would have no way of 
counting those teixpayers. 

IRS officials said the types of services offered at walk-in sites remained constant 
for most sites from 2005 to 2006. For sites in areas with a high number of natural 
disaster victims, IRS expanded the types of assistance provided. For example, IRS 
eliminated income limits for teixpayers seeking return preparation assistance. 


IRS considers some tax law questions to be out of scope related to businesses and corpora- 
tions, for example. If staff cannot answer taxpayer’s questions, they are required to refer tax- 
payers to IRS’s telephone service or Web site. 

Return preparation assistance is limited to taxpayers with income of $38,000 or less. Ac- 
cording to IRS, this limitation approximates the amount set in the tax code for claiming the 
Earned Income Tax Credit. IRS has required appointments for most taxpayers seeking this as- 
sistance since 2003. 
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Figure 2: Assistance Provided at IRS Walk-in Sites and Volunteer Sites, 2001 — 2006 Filing 
Seasons (contacts in millions) 

Note: “Other walk-in contacts” includes assistance for account notices, tax law inquiries, 
forms, and compliance work, but not return preparation. For the walk-in sites, the time periods 
covered are December 31, 2000, through April 28, 2001; December 30, 2001, through April 27, 
2002; December 29, 2002, through April 26, 2003; December 28, 2003, through April 24, 2004; 
and December 26, 2004, through April 23, 2005. For volunteer sites, the time period covered 
for 2001 is January 1, 2001, through April 21, 2001; December 30, 2001, through April 27, 2002; 
December 29, 2002, through April 26, 2003; December 28, 2003, through April 24, 2004; and 
December 26, 2004, through April 23, 2005. 

^Fiscal years 2006 and 2007 are IRS projections. For walk-in sites, projections cover the time 
periods of December 25, 2005 through April 22, 2006, and December 31, 2006 through April 28, 
2007. For volunteer sites, projections cover the time periods from January 1 through April 30, 
2006 and 2007. 


In contrast to IRS walk-in sites, the number of taxpayers seeking return prepara- 
tion assistance at approximately 14,000 volunteer sites has increased this year by 
5.6 percent, continuing the trend since 2001 (see fig. 2). These sites, often run by 
community-based organizations and staffed by volunteers who are trained and cer- 
tified by IRS, do not offer the range of services IRS provides at walk-in sites, but 
instead focus on preparing teix returns primarily for low-income and elderly teix- 
payers and operate chiefly during the filing season. As we have previously re- 
ported, the shift of taxpayers from walk-in to volunteer sites is important because 
it has allowed IRS to transfer time-consuming services, such as return preparation, 
from IRS to other less costly alternatives that can be more convenient for taxpayers. 

IRS has used both walk-in and volunteer sites to provide relief efforts for feder- 
ally-designated disaster zones such as in hurricane-affected areas. IRS developed a 
Disaster Referral Services Guide and new training materials for employees to better 
equip them to address disaster-related issues. Also, IRS adjusted the type of tax law 
questions that it would answer at walk-in sites to include casualty loss and removed 
income limitations for disaster victims seeking return preparation assistance at 
walk-in sites. Volunteer sites performed outreach within their network of partners 
by creating training material for teix practitioners, and agreeing with two organiza- 
tions to accept referrals from IRS of disaster victims needing tax return preparation 
assistance. 

Concerning the quality of services provided at walk-in and volunteer sites, IRS 
continues to lack reliable and comprehensive data on the quality of the services pro- 
vided. As in previous years, TIGTA is conducting an audit on the accuracy of some 
services provided at walk-in sites, although the results will not be available until 
after the filing season. However, TIGTA has noted problems with the quality of 
services provided at IRS walk-in sites in prior reports. We have made rec- 


GAO, Tax Administration: IRS Improved Performance in the 2004 Filing Season, but Better 
Data on the Quality of Some Services Are Needed, GAO— 05-67 (Washington, D.C).: Nov. 15, 
2004). 

Treasury Inspector General for Tax Administration, Coordination and Monitoring Are Need- 
ed for Continued Improvement in the Tax Return Preparation Process at the Taxpayer Assist- 
ance Centers, Reference No. 2004^0-147, (Washington, D.C.: 2005), and Treasury Inspector 
General for Tax Administration, Customer Accuracy at Taxpayer Assistance Centers Showed 
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ommendations for IRS to improve its quality measurement at walk-in sites. At vol- 
unteer sites, IRS is conducting different types of reviews to monitor tax return prep- 
aration assistance. According to IRS officials, the results to date show that the 
quality of service has improved at volunteer sites compared to previous years, but 
they acknowledge that challenges remain in terms of volunteers’ adherence to IRS’s 
procedures and use of IRS materials. As in previous years, TIGTA will conduct lim- 
ited quality reviews at volunteer sites. While the results of those reviews are based 
on a judgmental sample, TIGTA has concluded in the past that, while significant 
improvements have been made in the oversight of volunteer sites, continued effort 
is needed to ensure the accuracy of tax return assistance provided, 

IRS’s Budget Proposes Deereases in Staffing and Identifies Savings, but 
Opportunities for Additional Savings Exist 

IRS’s fiscal year 2007 budget request is a small decrease compared to 2006 en- 
acted levels after adjusting for expected inflation. It proposes to reduce overall staff- 
ing levels, as well as staffing levels for taxpayer service and enforcement activities, 
while maintaining or improving taxpayer service and enforcement. As it has in prior 
years, IRS has identified some savings, but additional opportunities exist for en- 
hancing savings. 

IRS’s Budget Proposes Decreases in Funding After Adjusting for Expected 
Inflation and in Staffing 

IRS’s proposed fiscal year 2007 budget is $11 billion (a 1.6 percent increase), but 
after adjusting for expected inflation, it reflects a slight decrease over last year’s en- 
acted budget. The $11 billion includes $417 million from new and existing user fees 
and reimbursable agreements with other federal agencies. The 2007 budget re- 
quest for IRS’s appropriation accounts is shown in table 2 (see app. II for more de- 
tails).®® 


Table 2: IRS’s Changes in Funding and FTEs for Fiscal Years 2006 

through 2007 


Dollars in 
thousands 

Fiscal year 2007 requested 
including new user fee 
revenue 

Fiscal year 2006 enacted 

Percentage change 
fiscal year 2006-2007 

Dollars 

FTEs 

Dollars 

FTEs 

Dollars 

FTEs 

Processing, Assist- 
ance, and Man- 
agement (PAM) 

$4,159,893 

37,126 

$4,095,212 

38,796 

1.58 

-4.30 

Tax Law Enforce- 
ment (TLE) 

4,764,954 

49,479 

4,678,498 

50,559 

1.85 

-2.14 

IS 

1,619,834 

7,351 

1,582,977 

7,032 

2.33 

4.54 


Little Improvements During the 2005 Filing Season, Reference No. 2005-40—146, (Washington, 
D.C.: 2003). 

16 See GAO-05-67 and GAO-06-51. 

I'^The different types of reviews include site reviews to measure the administrative aspects 
of a volunteer site such as readiness. IRS plans on conducting 825 of these site reviews. IRS 
also plans on conducting 2,475 return reviews, approximately 3 during each site review, which 
will involve on-site review of the return for accuracy and discretionary reviews for problem sites 
not operating in accordance with the IRS’s guidelines. 

16 Treasury Inspector General for Tax Administration, Significant Improvements Have Been 
Made in the Oversight of the Volunteer Income Tax Assistance Program, but Continued Effort 
Is Needed to Ensure the Accuracy of Services Provided, Reference No. 2006-40-004, (Wash- 
ington, D.C.: 2005). 

1^ According to IRS, the $417 million estimate is based on receiving $135 million from increas- 
ing existing user fees and establishing new ones. IRS has committed to distributing the $135 
million over its PAM, TLE, and IS accounts, exclusively for taxpayer service. The remaining 
user fees will be used as needed by IRS. 

26 The PAM appropriation account primarily funds functions related to taxpayer service which 
includes funding for enforcement; TLE primarily funds enforcement activities but includes fund- 
ing for taxpayer services; IS funds information technology support and improvements for legacy 
systems which support both taxpayer services and enforcement; BSM funds the new modernized 
business system; and HITCA administers a refundable tax credit for health insurance for quali- 
fied individuals. We did not review the HITCA account as part of our work. 
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Table 2: IRS’s Changes in Funding and FTEs for Fiscal Years 2006 
through 2007 — Continued 


Dollars in 
thousands 

Fiscal year 2007 requested 
including new user fee 
revenue 

Fiscal year 2006 enacted 

Percentage change 
fiscal year 2006-2007 

Dollars 

FTEs 

Dollars 

FTEs 

Dollars 

FTEs 

BSM 

167,310 

0 

197,010 

0 

-15.08 

0.00 

Health Insurance 
Tax Credit Ad- 
ministration 
(HITCA) 

14,846 

17 

20,008 

17 

-25.80 

0.00 

Total 

$10,726,837 

93,973 

$10,573,706 

96,404 

1.45 

-2.52 

Existing user fees 
and 

reimbursablesa 

$282,543 

1,503 

$258,820 

1,350 

9.17 

11.33 

Total program 
operating level 

$11,009,380 

95,476 

$10,832,526 

97,754 

1.63 

-2.33 


Source: GAO analysis of IRS data. 

Notes: For fiscal year 2007, the figures shown for requested FTEs reflect an IRS adjustment and differ 
slightly from what IRS reported in its budget request. The Congressional Budget Office projects the inflation 
rate to be 1.8 percent in 2007; therefore, IRS’s proposed increases are less than the rate of inflation. 

® Reimbursables are payments IRS receives for providing services to other federal agencies and states. 

The real decrease in the proposed budget can be seen in staffing. IRS proposes 
to fund 95,476 FTEs in fiscal year 2007, down over 2 percent from 97,754 FTEs in 
enacted fiscal year 2006 (see table 5 in app. II for comparisons in enacted FTE lev- 
els for fiscal years 2002 through 2007). Actual FTEs tend to be lower than enacted 
ETEs, in part, because of how IRS absorbs unbudgeted costs (see table 6 in app. 
II for actual FTEs). 

The decrease in FTEs may be greater than shown in IRS’s fiscal year 2007 budget 
request. Every year agencies, including IRS, are expected to absorb some costs that 
are not included in their budget requests. Eor fiscal year 2007, IRS officials cur- 
rently anticipate having to absorb over $117 million in costs, including about $41 
million for homeland security-related controls over physical access to government fa- 
cilities. Absorbing such costs reduces the actual number of FTEs that IRS can sup- 
port. For example, for fiscal year 2005, the enacted level of FTEs was 96,435 but 
the actual level was 94,282. 

IRS’s Budget Request Proposed to Maintain or Improve Taxpayer Services 
with Fewer Resources 

IRS is requesting $4.2 billion for PAM, including some user fees, which is funding 
primarily spent on providing service to taxpayers.^^ The amount requested is about 
a 1.6 percent increase over fiscal year 2006 enacted levels, but is a slight decrease 
after adjusting for expected inflation. This funding level translates into reduced 
staffing, down over 4 percent from an enacted level of 38,796 FTEs in fiscal year 
2006 to 37,126 proposed FTEs in fiscal year 2007. Since fiscal year 2002, FTEs de- 
voted to PAM have declined over 15 percent from an enacted level of 43,866 FTEs. 

Despite the proposed inflation-adjusted decrease in funding in 2007, IRS is plan- 
ning to maintain or improve taxpayer services. For every one of the major taxpayer 
services listed in the budget, 2007 planned performance goals are higher or equal 
to 2006 performance goals. These services include telephone assistance and refund 
issuance. 

IRS’s Budget Request Reduees Enforeement Staffing Slightly, While In- 
ereasing Major Enforeement Activities 

IRS is requesting $4.8 billion for TLE. 22 ] The 2007 budget request proposes an 
overall decrease in enforcement FTEs, down over 2 percent to a proposed 49,479 
ETEs from last year’s enacted level of 50,559 FTEs. Eor its three main categories 


IRS has funding in other appropriation accounts that support its taxpayer service programs. 
22 In his recent testimony, the IRS Commissioner said that if the Congress failed to provide 
funding outside the program integrity cap adjustment it could potentially jeopardize past gains. 
This year, IRS is seeking $137 million outside the cap. 
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of skilled enforcement staff, IRS is proposing a marginal increase in staffing of 0.2 
percent (see fig. 3). For special agents (those who perform criminal investigations), 
the increase is 1.7 percent. For the other two categories — revenue agents (those who 
examine complex returns), revenue officers (those who perform field collection 
work) — IRS is proposing to keep the number of staff the same as in 2006. 
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Figure 3: Revenue Agents, Revenue Officers, and Special Agents, Fiscal Years 1998 — 2007 

Notes: Numbers for 2006 and 2007 are IRS estimates. IRS recalculated the figures since GAO 
reported them last year. GAO is using the new figures because IRS has validated those figures 
using its new cost accounting system. 

Despite keeping skilled enforcement staff virtually unchanged, IRS is proposing 
to maintain or increase its major enforcement activities. For all the major enforce- 
ment activities listed in the budget, IRS is establishing goals in 2007 that are high- 
er or equal to 2006 planned performance goals. Major enforcement activities include 
individual taxpayer examinations, collection coverage,^^ and criminal investigations 
completed. IRS officials anticipate increased revenue collected and other perform- 
ance improvements as a result of using data from IRS’s most current compliance 
research effort, known as the National Research Program (NRPj.^"* 

Budget for IS Request for Funding Is Up Slightly, and IRS Has Taken Addi- 
tional Steps to Improve Budgeting for IS Operations and Maintenanee 

IRS is requesting about $1.6 billion for IS in fiscal year 2007, which is intended 
to fund information technology (IT) staff and related costs for activities such as in- 
formation security and maintenance and operations of its current tax administration 
systems. Although the number of FTEs proposed in 2007 is up when enacted FTEs 
are considered, it is virtually the same as the operating level currently assumed in 
2006 (see app. II for more details). 


23 The number of collection cases closed or otherwise eliminated compared to the total number 
of collection cases in inventory. 

24 NRP replaced the Taxpayer Compliance Measurement Program, which last measured com- 
pliance for individuals for 1988 but was canceled because of concerns about costs and burdens 
on taxpayers. GAO, Tax Administration: New Compliance Research Effort Is on Track, hut Im- 
portant Work Remains, GAO— 02-769 (Washington, D.C.: June 27, 2002) and Tax Administra- 
tion: Status of IRS’ Efforts to Develop Measures of Voluntary Compliance, GAO-0 1—535 (Wash- 
ington, D.C.: June 18, 2001) discuss the development of the NRP study. 
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In 2002, we reported that the agency did not develop its fiscal year 2003 IS oper- 
ations and maintenance budget request in accordance with the investment manage- 
ment approach used by leading organizations. We recommended that IRS prepare 
its future budget requests in accordance with these best practices.^® To address our 
recommendation, IRS agreed to take a variety of actions, which it has made 
progress in implementing. For example, IRS planned to develop a capital planning 
guide to implement processes for capital planning and investment control, budget 
formulation and execution, business case development, and project prioritization. In 
August 2005, IRS issued the initial version of its IT Capital Planning and Invest- 
ment Control (CPIC) Process Guide, which (1) provides executives with the frame- 
work within which to select, control, evaluate, and maintain the portfolio of IT in- 
vestments to best meet IRS business goals and (2) defines the governance process 
that integrates the agency’s IT investments with the strategic planning, budgeting, 
and procurement processes. According to IRS officials and documentation, the agen- 
cy formulated its prioritized fiscal year 2007 IT portfolio and associated budget re- 
quest, including operations and maintenance requirements, in accordance with this 
CPIC Process Guide. We will continue to monitor the implementation of IRS’s CPIC 
process as its IT investment management process matures. 

In addition, IRS stated that it planned to develop an activity-based cost model to 
plan, project, and report costs for business tasks/activities funded by the IS budget. 
During fiscal year 2005, as part of the first release of the Integrated Financial Sys- 
tem (IFS),26 IRS implemented a cost module that is potentially capable of allocating 
costs by activity. However, agency officials stated that they needed to accumulate 
3 years of actual costs to have the historical cost data necessary to provide a basis 
for meaningful future budget estimates. Since then, according to the Office of the 
Chief Financial Officer, IRS has (1) populated the cost module with all actual fiscal 
year 2005 expenses; (2) identified the data needed from IFS to support its budget 
requests; and (3) developed a system to capture, test, and analyze the cost data to 
devise a standard methodology to provide the necessary data from the cost module. 
Once the pilot results and recommendations have been reviewed, an implementation 
plan will be developed. IRS still expects to have the requisite 3 years of historical 
cost data available in time to support development of the fiscal year 2010 budget 
request. Although IRS has made progress in implementing best practices in devel- 
oping its IS operations and maintenance budget, until IRS completes the actions 
necessary to fully implement the activity — based cost module, the agency will not 
be able to ensure that its request is adequately supported. 

IRS’s Proposed BSM Budget Reduetion Could Impede Future Progress 

BSM is a high-risk, highly complex effort that involves developing and delivering 
a new set of information systems that are intended to replace the agency’s aging 
tax processing and business systems. The program is critical to supporting IRS’s 
taxpayer service and enforcement goals. For example, BSM includes projects to 
allow taxpayers to file and retrieve information electronically and to provide tech- 
nology solutions to help reduce the backlog of collections cases. It also helps IRS 
considerably in providing the reliable and timely financial management information 
needed to account for the nation’s largest revenue stream and better enable the 
agency to both determine and justify its resource allocation decisions and budget re- 
quests. 

IRS’s fiscal year 2007 budget request of $167.3 million for the BSM program re- 
flects a reduction of about 15 percent (and even greater when adjusted for expected 
inflation), or about $30 million, from the enacted fiscal year 2006 budget of $197 
million. 

Since our testimony before this subcommittee on last year’s budget request, IRS 
has made further progress in implementing BSM, although some key projects did 
not meet short-term cost and schedule commitments. During 2005 and the begin- 
ning of 2006, IRS deployed additional releases of several modernized systems that 
have delivered benefits to taxpayers and the agency, including CADE, e-Services (a 
new Web portal and electronic services for tax practitioners), and Modernized e-File 
(a new electronic filing system). While three BSM project releases were delivered 
within the cost and/or schedule commitments presented in the fiscal year 2005 ex- 
penditure plan, others experienced cost increases or schedule delays. For example, 
two IFS and Modernized e-File project releases experienced cost increases of 93 per- 


GAO, Internal Revenue Service: Improving Adequacy of Information Systems Budget Jus- 
tification, GAO-02-704 (Washington, D.C.: June 28, 2002). 

26 IFS replaces aspects of IRS’s core financial systems and is ultimately intended to operate 
as its new accounting system of record. The first release of this system became fully operational 
in January 2005. 
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cent^'^ and 29 percent, respectively. As we have previously reported,^® the BSM pro- 
gram has had a history of cost increases and schedule delays that have been due, 
at least in part, to deficiencies in various management controls and capabilities that 
have not yet been fully corrected. IRS is in the process of implementing our prior 
recommendations to correct these deficiencies. 

IRS has identified significant risks and issues that confront future planned sys- 
tem deliveries. For example, according to IRS, schedule delays and contention for 
key resources between multiple releases of CADE necessitated the deferral of some 
functionality. The deferral of these requirements may negatively impact the cost 
and schedule for two important releases, which are planned to be deployed later this 
year. The agency, however, recognizes the potential impact of these project risks on 
its ability to deliver planned functionality within cost and schedule estimates, and 
to its credit, has developed mitigation strategies to address them. IRS has also made 
additional progress in addressing high-priority BSM program improvement initia- 
tives during the past year, including initiatives related to shifting the role of sys- 
tems integrator from the prime contractor to IRS. IRS’s program improvement proc- 
ess appears to be an effective means of assessing, prioritizing, and addressing BSM 
issues and challenges. However, much more work remains for the agency to fully 
address these issues and challenges. 

In addition, in response to our prior recommendation, IRS is developing a new 
Modernization Vision and Strategy to address BSM program changes and provide 
a modernization roadmap. According to the Associate Chief Information Officer for 
BSM, the agency’s new strategy focuses on promoting investments that provide 
value in smaller, incremental releases that are delivered more frequently, with the 
goal of increasing business value. IRS is currently finalizing a high-level vision and 
strategy as well as a more detailed 5-year plan for the BSM program. We believe 
these actions represent sound steps toward addressing our prior recommendation to 
fully revisit the vision and strategy and develop a new set of long-term goals, strate- 
gies, and plans consistent with the budgetary outlook and with IRS’s management 
capabilities. 

While the requested fiscal year 2007 BSM budget will allow IRS to continue the 
development and deployment of the CADE, Modernized e-File, and Filing and Pay- 
ment Compliance (F&PC)^® projects, the proposed reduced funding level would like- 
ly affect the agency’s ability to deliver the functionality planned for the fiscal year 
and could result in project delays and/or scope reductions. This could, in turn, im- 
pact the long-term pace and cost of modernizing tax systems and of ultimately im- 
proving taxpayer service and strengthening enforcement. For example, according to 
IRS documents, the agency had planned to spend $85 million in fiscal year 2007 
to develop and deploy additional CADE releases that would enable the system to 
process up to 50 million individual tax returns by the 2008 filing season and issue 
associated refunds faster. However, with a proposed budget of $58.5 million — over 
30 percent less than anticipated — IRS would likely have to scale back its planned 
near-term work on this project. In addition, the reductions to the planned budgets 
for the Modernized e-File and F&PC projects may also result in IRS having to rede- 
fine the scope and/or reassess schedule commitments for future project releases. 

The proposed BSM budget reduction would also significantly reduce the amount 
allotted to program management reserve by about 82 percent (from $13 million in 
fiscal year 2006 to $2.3 million in fiscal year 2007). If BSM projects have future cost 
overruns that cannot be covered by the depleted reserve, this reduction could result 
in increased budget requests in future years or delays in planned future activities. 

While the BSM program still faces challenges, IRS has recently made progress in 
delivering benefits and addressing project and program-level risks and issues. Re- 
ducing BSM funds at a time when benefits to taxpayers and the agency are being 
delivered could adversely impact the momentum gained from recent progress and 
result in delays in the delivery of future benefits. However, until IRS addresses our 
prior recommendation by clearly defining its future goals for the BSM program as 
well as the impact of various funding scenarios on meeting these goals in its new 
Modernization Vision and Strategy, the long-term impact of the proposed budget re- 
duction is unclear. 


2'^ IRS recently reported that it plans to redirect about $5 million of unobligated funding from 
the IFS project to program management reserve, which would reduce this cost overrun. 

2® For example, see GAO, Business Systems Modernization: Internal Revenue Service’s Fiscal 
Year 2005 Expenditure Plan, GAO-05-774 (Washington, D.C.: July 22, 2005). 

29 F&PC is a series of projects expected to provide support for detecting, scoring, and working 
nonfiler (filing compliance) and delinquency (payment compliance) cases. The first phase of 
F&PC is Private Debt Collection, which will use advanced software to analyze tax collection 
cases and divide them into the complex cases requiring IRS involvement and the less complex 
(balance due) cases that can be handled by private collection agencies. 
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IRS’s Budget Request Identified Some Savings, but Opprotunities Exist for 
Enhancing Savings 

In its 2007 budget request, IRS identified savings as it has done in prior years 
and plans to redirect some of those savings to front-line taxpayer service and en- 
forcement activities. IRS is proposing to save over $121 million and 1,424 FTEs by, 
for example, automating the process of providing an individual taxpayer identifica- 
tion number to those taxpayers ineligible for a Social Security number and improv- 
ing data collection techniques and work processes for enforcement activities through 
increased financial reporting requirements and scanning and imaging techniques. 

IRS’s history of realizing savings proposed in past budget requests provides some 
confidence that the agency will be able to achieve savings in fiscal year 2007. For 
example, IRS reported it realized 88 percent of the anticipated dollar savings and 
86 percent of the anticipated staff savings identified in the fiscal year 2004 budget 
request. IRS also reported exceeding the savings targets in the fiscal year 2006 
budget request (see app. III). 

In addition to the areas identified by IRS in its budget request, there may be ad- 
ditional opportunities for efficiency gains. 

• Increasing electronic filing: In an era of tight budgets, continued growth in elec- 
tronic filing may be necessary to help fund future performance improvements. 
One proposal for continuing to increase electronic filing is additional use of elec- 
tronic filing mandates. Currently, IRS mandates electronic filing for large cor- 
porations. The 2007 budget request proposes a legislative change that would ex- 
pand its authority to require electronic filing for businesses. Moreover, 12 states 
now mandate electronic filing for certain classes of tax practitioners (see app. 
IV for more information on state mandates). As we have reported,^® although 
there are costs and burdens likely to be associated with electronic filing man- 
dates for paid teix preparers and taxpayers, state mandates have generated sig- 
nificant increases in electronic filing. IRS has an electronic filing strategy, 
which the agency is updating. 

• Changing the menu of taxpayer services: IRS currently lacks a comprehensive 
strategy explaining how its various taxpayer services (including its telephone, 
walk-in, volunteer, and Web site assistance) will collectively meet taxpayer 
needs. In response to a Congressional directive,^^ IRS is developing such a 
strategy. The strategy is important because some teixpayers may not be well 
served by the current service offerings. IRS’s attempts to reduce some taxpayer 
services, namely reducing the hours of telephone operations and closing some 
walk-in sites, have met with resistance from the Congress. Although congres- 
sional directives to study the impact of IRS’s actions exist,®^ we still believe 
there may be opportunities to adjust IRS’s menu of services to reduce costs, 
without affecting IRS’s ability to meet taxpayers’ needs. 

• Consolidating telephone call sites: IRS operates 25 call sites throughout the 
country. Consistent with earlier plans, IRS closed two of its smallest call sites — 
Chicago and Houston — in March 2006, to realize savings in its toll-free tele- 
phone operations. Also, IRS has gained efficiencies from using a centralized call 
router located in Atlanta. As a result, there are currently more than 850 
workstations that are not being used; consequently, IRS may have the potential 
to close several additional call sites. Consolidations would not affect telephone 
service and would be invisible from the taxpayer’s perspective. 


3<>GAO-06-51. 

the H.R. Conf. Rep. No. 109—307 (2005), the Congress directed the IRS, in conjunction 
with the IRS Oversight Board and the National Taxpayer Advocate, to develop a 5-year plan 
for taxpayer service activities and report to the House and Senate Committees on Appropria- 
tions hy April 14, 2006. 

In Pub. L. No. 109—115, §205, (Nov. 30, 2005), the Congress directed the IRS not to reduce 
taxpayer services as the IRS proposed in fiscal year 2006 until TIGTA completed a study on 
the impact of such reductions on taxpayer compliance and services. Further, IRS was directed, 
to consult with stakeholder organizations, including, but not limited to, the IRS Oversight 
Board, National Taxpayer Advocate, TIGTA and Internal Revenue employees with respect to 
any efforts by the IRS to terminate or reduce significantly any taxpayer service activity. Pub. 
L. No. 109—148, §5021 (Dec. 30, 2005) extends above provisions to include any reduction in 
available hours of telephone taxpayer assistance below the levels in existence during the month 
of October 2005. 
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Accurate Cost Information Would Help IRS Make Resource Allocation Deci- 
sions, and Help Provide Some Information About the Return on Invest- 
ment for its Programs 

Managing a federal agency as large and complex as IRS requires managers to con- 
stantly weigh the relative costs and benefits of different approaches to achieving the 
goals mandated by the Congress. Management is constantly called upon to make im- 
portant long-term strategic as well as daily operational decisions about how to make 
the most effective use of the limited resources at its disposal. As constraints on 
available resources increase, these decisions become correspondingly more chal- 
lenging and important. In order to rise to this challenge, management needs to have 
current and accurate information upon which to base its decisions, and to enable 
it to monitor the effectiveness of actions taken over time so that appropriate adjust- 
ments can be made as conditions change. 

In its ongoing effort to make such increasingly difficult resource allocation deci- 
sions and defend those decisions before the Congress, IRS has long been hampered 
by a lack of current and accurate information concerning the costs of the various 
options being considered. Instead, management often has relied on a combination 
of the limited existing cost information; the results of special analysis initiated to 
establish the full cost of a specific, narrowly defined task or item; and estimates 
based on the best judgment of experienced staff. This has impaired IRS’s ability to 
properly decide which, if any, of the options at hand are worth the cost relative to 
the expected benefits. For example, accurate and timely cost information may help 
IRS consider changes in the menu of taxpayer services that it provides by identi- 
fying and assessing the relative costs, benefits, and risks of specific projects. With- 
out reliable cost information, IRS’s ability to make such difficult choices in an in- 
formed manner is seriously impaired. The lack of reliable cost information also 
means that IRS cannot prepare cost-based performance measures to assist in meas- 
uring the effectiveness of its programs over time. 

Further, IRS does not have the capability to develop reliable information on the 
return on investment for each category of taxpayer service and enforcement. IRS 
lacks reliable information on both the return from services (the additional revenue 
collected by helping teixpayers understand their tax obligations) and the investment 
or cost of the services. While developing return on investment information is dif- 
ficult, the cost component of that equation may be the least complex to develop. 
Having such cost information is a building block for developing return on invest- 
ment estimates. For its enforcement programs, IRS has developed a rough measure 
of return on investment in terms of tax revenue that is directly assessed from un- 
covering noncompliance. Continuing to develop return on investment measures 
could help officials make more informed decisions about allocating resources.^® The 
new NRP data, for example, are to be used to better identify which teix returns to 
examine so that fewer compliant taxpayers are burdened by unnecessary audits and 
IRS can increase the amount of noncompliance that is addressed through its en- 
forcement activities. Even without return on investment information, cost informa- 
tion can help IRS determine if, for example, IRS should change the menu of services 
provided. 

As discussed in the BSM section, in fiscal year 2005, IRS implemented a cost ac- 
counting module as part of IFS. However, while this module has much potential and 
has begun accumulating cost information, IRS has not yet determined what the full 
range of its cost information needs are or how best to tailor the capabilities of this 
module to serve those needs. Also, IRS does not have an integrated workload man- 
agement system which would provide the cost module with detailed allocation of 
personnel cost information.^^ In addition, as noted in developing its IS budget, be- 
cause it generally takes several years of historical cost information to support mean- 
ingful estimates and projections, IRS cannot yet rely on IFS as a significant plan- 
ning tool. It will likely require several years, implementation of additional compo- 
nents of IFS, and integration of IFS with IRS’s teix administration activities before 
the full potential of IFS’s cost accounting module will be realized. Furthermore, 
IRS’s fiscal year 2007 BSM budget request does not include funding for additional 
releases of IFS. In the interim, IRS decision making will continue to be hampered 
by inadequate underl 3 dng cost information. 


Developing such measures is difficult because of incomplete information on all the costs and 
all the tax revenue ultimately collected from specific enforcement efforts, as well as incomplete 
information on the indirect tax revenues generated when current enforcement actions prompt 
voluntary compliance improvements in the future. 

34 IRS had planned to develop a workload management system, but has postponed this project 
indefinitely, due to budget constraints. 
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IRS Sets Long-Term Goals, but Lacks a Data-Based Plan for Achieving the 
Goals, and Addressing the Tax Gap Requires Solutions Beyond Funding 
and Staffing for IRS 

For the first time, IRS’s budget request sets long-term goals aimed at reducing 
the tax gap, although IRS does not have a data-based plan for achieving the goals. 
However, because of its persistence, reducing the tax gap requires solutions which 
go beyond funding and staffing for IRS. 

IRS’s Budget Proposes Long-Term Goals, but Lacks a Data-Based Plan for 
Achieving Them 

IRS established two agencywide, long-term performance goals, as shown in table 
3. IRS plans to improve voluntary compliance from 83 percent in 2005 to 85 percent 
by 2009, and reduce the number of taxpayers who think it is acceptable to cheat 
on their taxes from 10 percent in 2005 to less than 9 percent in 2010. According 
to IRS, these are the first in a series of quantitative goals that will link to its three 
strategic goals — improve taxpayer service, enhance tax law enforcement, and mod- 
ernize IRS through technology and processes. 


Table 3: IRS Agencywide Goals for Fiscal years 2004 through 2010 


Performance 

level 

Fiscal year 
2004 
actual 
perform- 
ance 

Fiscal year 
2005 
actual 
perform- 
ance 

Fiscal year 
2006 
planned 
perform- 
ance 

Fiscal year 
2007 
planned 
perform- 
ance 

Fiscal year 
2008 
planned 
perform- 
ance 

Fiscal year 
2009 
planned 
perform- 
ance 

Fiscal year 
2010 
planned 
perform- 
ance 

Improve 

vol- 

untary 

compli- 

ance. 

N/A 

83.0% 

N/A 

N/A 

N/A 

85.0% 

N/A 

Reduce the 
percent- 
age of 
tax- 
payers 
who 
think it 
is accept- 
able to 
cheat on 
their 
taxes. 

12.0% 

10.0% 

10.0% 

10.0% 

9.0% 

<9.0% 

<9.0% 


Source: IRS. 


These goals will be challenging to meet, because for three decades, IRS has con- 
sistently reported a persistent, relatively stable tax gap. Although IRS has made a 
number of changes in its methodologies for measuring the tax gap, which makes 
comparisons difficult, regardless of methodology used, the voluntary compliance rate 
that underpins the gap has tended to range from around 81 percent to around 84 
percent. 

Because of a lack of quantitative estimates of how changes to its service and en- 
forcement programs affect compliance, IRS is unable to show in a data-based plan 
how it will use those programs to reach the two long-term goals shown in table 3. 
If IRS could quantify the impact of its service and enforcement programs on the 
compliance rate or attitudes towards cheating, it could use the information to show 
the kinds of changes to the programs needed to achieve the long-term goals and how 
best to direct resources towards achieving those goals. Unfortunately, quantifying 
the impact of IRS’s service and enforcement programs on compliance or cheating is 
very challenging. The type of data needed to make such a link does not currently 
exist, and may not be easy to collect. 

Lacking such quantitative estimates, IRS must take a more qualitative approach 
in its plans for increasing compliance, which would likely also involve changing atti- 
tudes towards cheating. IRS’s overall approach to reducing the tax gap consists of 
improving service to taxpayers and enhancing enforcement of the teix laws. We re- 
cently reported that IRS has taken a number of steps that may improve its ability 
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to reduce the teix gap.^® Favorable trends in staffing of IRS enforcement personnel; 
examinations performed through correspondence, as opposed to more complex face- 
to-face examinations; and the use of some enforcement sanctions such as liens and 
levies are encouraging. Also, IRS has made progress with respect to abusive tax 
shelters through a number of initiatives and recent settlement offers that have re- 
sulted in billions of dollars in collected teixes, interest, and penalties. Finally, IRS 
has continually improved taxpayer service by increasing, for example, the accuracy 
of responses to teix law questions. 

The effect of this overall approach and the 2007 budget proposal will have on vol- 
untary compliance has not been quantified by IRS. Therefore, the Congress will 
have to rely on the IRS Commissioner for qualitative explanations, of why, in his 
judgment, IRS’s mix of taxpayer service and enforcement and overall approach for 
reducing the tax gap, including the 2007 budget proposal, will be sufficient to start 
IRS on a path towards achieving its long-term goals. More specifically, such expla- 
nations could include a clear statement of which service and enforcement programs 
have priorities for expansion because they are expected to contribute the most to 
increasing the compliance rate and the evidence that supports that judgment. 

In addition, IRS lacks a plan for measuring progress towards one goal — improving 
voluntary compliance. IRS plans to measure progress towards the second goal — re- 
ducing the percentage of teixpayers who think it is acceptable to cheat — via the IRS 
Oversight Board’s annual Taxpayer Attitude Survey. 

Nevertheless, IRS recently estimated voluntary compliance as part of the NRP 
study, which reviewed the compliance of a random sample of individual taxpayers 
and used those results to estimate compliance for the population of all taxpayers. 
The study took several years to plan and execute. In addition to providing an esti- 
mate of the compliance rate, the study’s results will be used to better target IRS’s 
audits of potentially non-compliant taxpayers. Better targeting reduces the burden 
on tcixpayers because IRS is better able to avoid auditing compliant teixpayers. 

At this time, however, IRS has not made plans to repeat the study in time to 
measure compliance by 2009. Furthermore, doing compliance studies once every few 
years does not give IRS or others information about what is happening in the inter- 
vening years. Annual estimating of the compliance rate could provide information 
that would enable IRS management to adjust plans as necessary to help achieve the 
goal in 2009. One option that would not increase the cost of estimating compliance 
would be to use a rolling sample. IRS Oversight Board officials and we agree that 
instead of sampling, for example, once every 5 years, one-fifth of the sample could 
be collected every year. The total sample could include 5 years worth of data — with 
each passing year the oldest year would be dropped from the sample and the latest 
year added. The availability of current research data would allow IRS to more effec- 
tively focus its service and compliance efforts. 

Addressing the Tax Gap Requires Solutions Beyond Funding and Staffing 
for IRS 

For years, we have reported that tax law enforcement is a high-risk area, in part 
because of the size of the gross estimated tax gap, which IRS most recently esti- 
mated to be $345 billion for tax year 2001. IRS estimated it would recover around 
$55 billion through late payments and enforcement revenue, resulting in a net tax 
gap of around $290 billion.®® Reducing the teix gap would yield significant revenue 
and even modest progress, such as a 1 percent reduction, would likely 3 deld nearly 
$3 billion annually. In recent years, IRS reported increases in enforcement rev- 
enue — revenue brought in as a result of IRS taking enforcement action. Between fis- 
cal years 2003 and 2005, IRS reported that enforcement revenue grew from $37.6 
billion to $47.3 billion, with a level of $48.1 billion estimated for 2006. However, the 
voluntary compliance rate has persisted at a relatively stable level. 

We have reported that significant reductions in the tax gap will likely require ex- 
ploring new and innovative solutions.®'^ Such solutions that may not require signifi- 
cant additional IRS resources, but are nonetheless difficult to achieve, include 

• simplifying the tax code to make it easier for individuals and businesses to un- 
derstand and comply with their tax obligations; 

• increasing teix withholding for income currently not subject to withholding; 

• improving information reporting; and 

• leveraging technology to improve IRS’s capacity to receive and process tax re- 
turns. 


®®GAO-06-453T. 

3SGAO-06-453T. 

®’'GAO-06-453T. 
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IRS’s 2007 budget request includes five new legislative proposals to address some 
of these solutions to reduce the tax gap, along with a proposal to study independent 
contractor compliance that would not require additional resources. In recent testi- 
mony, the IRS Commissioner stated that the amount of enforcement revenue IRS 
expects from the legislative proposals will be $3.6 billion over the next 10 years 
(about 0.1 percent of the tax gap). However, the proposals should also increase rev- 
enue voluntarily paid without any IRS enforcement actions. The amount of that rev- 
enue is uncertain. The IRS Commissioner recognizes the implications of the teix gap 
and states in the budget that addressing it is a top priority. Although IRS’s 2007 
budget request does not propose allocating IRS resources to new initiatives to re- 
duce the tax gap, according to IRS officials, they plan to continue initiatives identi- 
fied in prior budgets. For example, IRS has two ongoing BSM projects — F&PC and 
Modernized e-File — which, according to IRS’s Associate Chief Information Officer for 
BSM, could help reduce the tax gap. F&PC is expected to increase IRS’s capacity 
to resolve the growing backlog of delinquent taxpayer cases and increase collections, 
while Modernized e-File is expected to help make it easier for IRS to process tax 
returns, look for irregularities, and track down unpaid teixes. 

The budget request states that the administration will study the standards used 
to distinguish between employees and independent contractors for purposes of pay- 
ing and withholding income taxes. We have long supported efforts aimed at improv- 
ing independent contractor compliance.^® Past IRS data have shown that inde- 
pendent contractors report 97 percent of the income that is reported on information 
returns to IRS, while contractors that do not receive these information returns re- 
port only 83 percent of income. We have also identified other options for improving 
information reporting by independent contractors, including increasing penalties for 
failing to file required information returns, lowering the $600 threshold for requir- 
ing such returns, and requiring businesses to separately report on their tax returns 
the total amount of payments to independent contractors.®® We previously reported 
that clarifying the definition of independent contractors and extending reporting re- 
quirements for those contractors could possibly increase tax revenue by billions of 
dollars.’^® 

Two of the legislative proposals call for more information reporting on payment 
card transactions from certain businesses and on payments by federal, state, and 
local governments to businesses. Information reporting has heen shown to signifi- 
cantly reduce noncompliance. Although information reporting is highly effective in 
encouraging compliance, such reporting imposes costs and burdens on the busi- 
nesses that implement it. However, information reporting is a way to significantly 
increase voluntary compliance without increasing IRS’s budget. 

Mr. Chairman, this completes my prepared statement. I would be happy to re- 
spond to any questions you or other members of the subcommittee my have at this 
time. 

Contacts and Acknowledgments 

For further information regarding this testimony, please contact James R. White, 
Director, Strategic Issues.or David A. Powner, Director, Information Technology 
Management Issues. Contact points for our Offices of Congressional Relations and 
Public Affairs may be found on the last page of this statement. Individuals making 
key contributions to this testimony include Joanna Stamatiades, Assistant Director; 
Amanda Arhontas; Paula Braun; Terry Draver; Paul Foderaro; Chuck Fox; Tim 
Hopkins; Kathryn Horan; Hillary Loeffler; Sabine Paul; Cheryl Peterson; Neil 
Pinney; Steve Sebastian; Tina Younger. 


Appendix I: Differences Between the 2002 and 2005 Free File Agreements 

In 2002, Internal Revenue Service (IRS) entered into a 3-year agreement with the 
Free File Alliance, a consortium of 20 tax preparation companies to provide free 
electronic filing to taxpayers who access any of the companies via a link on IRS’s 
Web site. The 2002 Free File Agreement stated that as part of the agreement, IRS 
would not compete with the Consortium in providing free, online tax return prepa- 
ration and filing services to teixpayers. IRS and the Consortium amended the agree- 
ment in 2005. Key differences between the two agreements are: the new income lim- 
itation of $50,000 and new language in the amendment that states the Alliance 


®®GAO, Tax Administration: Approaches for Improving Independent Contractor Compliance, 
GAO/GGD-92-108 (Washington, D.C.: July 23, 1992). 

3SGAO-06-453T. 

GAO, Opportunities for Congressional Oversight and Improved Use of Taxpayer Funds, 
GAO-04-659 (Washington, D.C.: May 7, 2004). 
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members must disclose early on if state teix return services are available, and if so, 
whether a fee will be charged for such services; and provide the necessary support 
to accomplish a customer satisfaction survey. It also added language pertaining to 
the marketing and offering of Refund Anticipation Loans (RALsl'^i whereby: 

• No offer of free return preparation and filing of an electronic return in the free 
file program shall be conditioned on the purchase of a RAL; and 

• RALs will be offered with clear language indicating, for example, that RALs are 
loans, not a faster way of receiving an IRS refund; must be repaid even if the 
IRS does not issue a full refund; are short-term loans interest rates may be 
higher and customers may wish to consider using other forms of credit; and may 
be offered but not promoted. 

IRS tests each Consortium member’s software to ensure it is in accordance with 
the Free File provisions, including those cited previously, before allowing a link to 
IRS’s Web site. In addition, IRS officials monitor complaints about the Free File pro- 
gram received via IRS.gov, including allegations regarding false, deceptive, or mis- 
leading information or advertising. While IRS does not track the number of com- 
plaints it receives, according to IRS officials, most of the complaints received thus 
far were a result of the teixpayer either not carefully reading or following instruc- 
tions, or incorrectly entering information. GAO conducted limited testing of the Free 
File program and found that the Consortium members were complying with the 
terms outlined in the amended Free File agreement pertaining to RALs. 

The amended Free File agreement contains provisions that enable IRS to monitor 
taxpayer participation beginning in the 2006 filing season, unlike prior years where 
Free File Alliance members self-reported filing figures. IRS also tracks the number 
of free file users who are accepting any financial products, such as RALs. As of 
March 16, IRS reported that 163,000 Free File returns accepted financial products. 
This represents 5.6 percent of all returns filed through the Free File program. 

The number of teixpayers using free file to electronically file their individual in- 
come tax returns has increased steadily from 2.8 million in 2003, to 3.5 million in 
2004, to 5.1 million in 2005. The substantial growth between 2004 and 2005 was 
due to, in part, several Consortium members offering free filing to all taxpayers 
through the free file program regardless of their income in 2005. However, according 
to IRS officials, the lack of income limitation created conflict among Consortium 
members as it put pressure on all Alliance members to offer free service, which may 
not have been economically feasible for some, threatening competition if members 
were to drop out of the Alliance. 

IRS projected that 6.1 million taxpayers would use free file in 2006. However, this 
projection may be optimistic, because between January 1 and March 19, IRS has 
reported receiving only 2.9 million free file returns compared to 3.8 million during 
the same period last year, a decline of 23 percent. According to IRS officials, contrib- 
uting factors to this decline are, in part, due to decreased press attention and adver- 
tising by the participating companies and the income limitation. The income limita- 
tion provides coverage to 70 percent of the nation’s taxpayers, or more than 92 mil- 
lion people. This coverage includes taxpayers with an adjusted gross income of 
$50,000 or less. 


Appendix H: Comparison of IRS’s Actual and Enacted Funding and Full-Time 
Equivalents, Fiscal Years 2002 through 2007 
For fiscal year 2007, the Internal Revenue Service (IRS) has requested $10.7 bil- 
lion in its appropriation accounts. This request consists of $10.6 billion in direct ap- 
propriations and $135 million in revenue from new user fees, which IRS will commit 
to teixpayer service activities in its Processing, Assistance, and Management (PAM), 
Teix Law Enforcement (TLE), and Information System (IS) accounts. In addition, 
IRS is projecting to collect and use $282 million from existing user fees and reim- 
bursable agreements with states and other federal agencies. This brings IRS’s pro- 
posed fiscal year 2007 budget to approximately $11 billion (a 1.6 percent increase 
over fiscal year 2006). After adjusting for expected inflation, IRS’s $11 billion budget 
request reflects a slight decrease from last year’s enacted budget. 

IRS’s enacted budgets for its appropriation accounts from fiscal years 2002 
through 2007 are shown in table 4. IRS’s enacted budget has increased almost 8 
percent since fiscal year 2002. By far, the biggest percentage increase has been 
TLE — almost 21 percent — and is reflective the shift in resources devoted to TLE 


Refund Anticipation Loans are very short-term loans issued while taxpayers wait for their 
refunds. 



88 


from PAM during this period. The biggest percentage decrease was in the Business 
Systems Modernization (BSM) program, down almost 58 percent. 


Table 4: IRS’s Funding for Fiscal Years 2002 through 2007 


Dollars in 
thousands 

Fiscal year 
2007 

Fiscal year 
2006 

Fiscal year 
2005 

Fiscal year 
2004 

Fiscal year 
2003 

Fiscal year 
2002 

Fiscal year 
2002—2007 

Requested 
including 
new user fees 

Enacted 

Enacted 

Enacted 

Enacted 

Enacted 

Percentage 

change 

PAM 

$4,159,893 

$4,095,212 

$4,056,857 

$4,009,205 

$3,930,064 

$3,982,971 

4.44 

TLE 

4,764,954 

4,678,499 

4,363,539 

4,171,244 

3,849,884 

3,940,741 

20.92 

IS 

1,619,834 

1,582,977 

1,577,768 

1,581,575 

1,621,834 

1,620,905 

-0.07 

BSM 

167,310 

197,010 

203,360 

387,699 

363,621 

391,593 

-57.27 

HITCA 

14,846 

20,008 

34,562 

34,794 

69,545 

NA 

NA 

Total ap- 
propria- 
tions 

re- 

quested 

$10,726,837 

$10,573,706 

$10,236,087 

$10,184,517 

$9,834,948 

$9,936,210 

7.96 


Source: GAO analysis of IRS data. 

Notes: Numbers may not add due to rounding. Fiscal year 2007 includes $135 million in new user fee revenue distributed in PAM, 
TLE, and IS accounts. Without user fees, IRS is requesting $4,045,122 for PAM, $4,762,327 for TLE, and $1,602,232 for IS. 


Tables 6 and 6 show IRS’s enacted and actual Full-time Equivalents (FTEs) for 
fiscal years 2002 through 2007. Overall, actual FTEs tend to be lower than enacted 
FTEs due in part to the way IRS funds its unbudgeted requirements. When both 
enacted and actual FTEs are considered, FTEs for PAM have steadily decreased 
and, for the most part, FTEs for TLE have increased since fiscal year 2002. How- 
ever, steady trends are not apparent when comparing enacted and actual FTEs in 
IRS’s IS account. For example, when enacted FTEs are considered, IS staffing ap- 
pears to fluctuate up and down between fiscal years 2002 through 2007; yet, when 
actual FTEs are considered, IS staffing decreased from fiscal year 2002 through 

2005 and increased from fiscal years 2005 to 2006. IRS officials attribute these fluc- 
tuations in FTEs to reorganizations and other factors. 

Tables 5 and 6 also show significant differences in percentage changes between 
enacted and actual FTEs in some of IRS’s appropriations accounts from fiscal years 

2006 to 2007. The enacted level of FTEs is the number IRS projected it could sup- 
port given the level of funding the Congress enacted. According to IRS officials, en- 
acted levels tend to be overstated compared to actual FTEs for several reasons. 
First, IRS, like most federal agencies, does not receive its budgets when expected 
and cannot fill all positions. Also, as the costs of maintaining current FTE levels 
increase annually, IRS is not able to realize all of the FTEs it projects to fund with 
the appropriations the Congress enacts. 


Table 5: IRS’s Enacted FTEs for Fiscal Years 2002 through 2007 



Fiscal 

year 

2007 

Fiscal 

year 

2006 

Fiscal 

year 

2005 

Fiscal 

year 

2004 

Fiscal 

year 

2003 

Fiscal 

year 

2002 

Fiscal year 
2006—2007 

Fiscal year 
2002—2007 

Percentage 

change 

Percentage 

change 

Requested 

Enacted 

Enacted 

Enacted 

Enacted 

Enacted 

PAM 

37,126 

38,796 

39,901 

42,332 

43,452 

43,774 

^.30 

-15.19 

TLE 

49,479 

50,559 

49,132 

49,147 

47,478 

48,628 

-2.14 

1.75 

IS 

7,351 

7,032 

7,385 

7,559 

7,445 

7,499 

4.54 

-1.97 

BSM 

0 

0 

0 

0 

0 

NA 

0.00 

NA 

HITCA 

17 

17 

17 

17 

6 

NA 

0.00 

NA 

Total 

93,973 

96,404 

96,435 

99,055 

98,381 

99,901 

-2.52 

-5.93 


Source: GAO analysis of IRS data. 

Notes: Fiscal year 2007 requested FTEs reflect an adjustment after the budget was printed. Also, we are not 
reporting FTEs for user fees and reimbursable as shown in an earlier section of this statement, because we were 
unable to obtain this information for all years in time for this statement. 
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Table 6: IRS’s Actual FTEs from Fiscal Years 2002 through 2007 



Fiscal 
year 2007 

Requested 

Fiscal 
year 2006 

Operating 

Level 

Fiscal 
year 2005 

Actual 

Fiscal 
year 2004 

Actual 

PAM 

37,126 

38,308 

38,710 

41,436 

43,452 

44,191 

-3.09 

-15.99 

TLE 

49,479 

49,721 

48,544 

47,704 

47,478 

48,238 

-0.49 

2.57 

IS 

7,351 

7,340 

7,015 

7,279 

7,445 

7,773 

0.15 

-5.43 

BSM 

0 

0 

0 

0 

0 

NA 

0.00 

NA 

HITCA 

17 

17 

13 

12 

6 

NA 

0.00 

NA 

Total 

93,973 

95,386 

94,282 

96,431 

98,381 

100,202 

-1.48 

-6.22 


Source: GAO analysis of IRS data. 

Notes: Fiscal year 2007 requested FTEs reflect an adjustment after the budget was printed. Also, we are not 
reporting FTEs for user fees and reimbursable as shown in an earlier section of this statement, because we were 
unable to obtain this information for all years in time for this statement. 

In its fiscal year 2006 budget request, IRS showed its budget distributed by teix- 
payer services and enforcement, including IS funding for those areas, because the 
agency’s current appropriation accounts are not divided clearly between taxpayer 
service and enforcement. As table 7 shows, funding for enforcement increased 15 
percent between fiscal years 2004 and 2007 to $6.96 billion, while funding for tax- 
payer service declined over 3 percent to almost $3.6 billion. 

Table 7: IRS’s Funding for Taxpayer Service and Enforcement for 
Fiscal Years 2004 through 2007 


Dollars in Millions 

Fiscal year 
2007 

requested 

Fiscal year 
2006 enacted 

Fiscal year 
2005 enacted 

Fiscal year 
2004 enacted 

Percentage 

change 

2004-2007 

Taxpayer Service 

$3,583 

$3,533 

$3,606 

$3,710 

-3.4 

Enforcement 

$6,961 

$6,824 

$6,392 

$6,052 

15.0 


Source: GAO analysis of IRS data. 

Note: IRS’s taxpayer service and enforcement programs are funded through its PAM, TLE, and IS accoimts. 


Appendix III: IRS’s Estimated and Actual Savings and Reinvestments 

In its 2007 budget request, the Internal Revenue Service (IRS) is proposing to 
save over $121 million and 1,424 Full-time Equivalents (FTEs) and reinvest over 
$12 million and 11 FTEs. Based on IRS’s ability to achieve prior year savings and 
reinvestments as shown in table 8, we have a basis to believe that IRS will achieve 
most, if not all, of these savings. For example, IRS reported it realized 88 percent 
of its anticipated budget savings and 86 percent of its anticipated staff savings for 
savings identified in its fiscal year 2004 budget request, and IRS reported exceeding 
savings targets in fiscal year 2005. 


Table 8: IRS’s Estimated and Actual Savings and Reinvestments for 
Fiscal years 2004 through 2007 


Dollars in 
Thousands 

Fiscal year 2004 
actual 

Fiscal year 2005 
actual 

Fiscal year 2006 
estimate 

Fiscal year 2007 
estimate 

Dollars 

FTEs 

Dollars 

FTEs 

Dollars 

FTEs 

Dollars 

FTEs 

Savings® 









Budgeted 

$160,872 

1,993 

$110,841 

1,442 

$230,096 

2,230 

$121,596 

1,424 

Actual 

$141,142 

1,711 

$127,239 

1,628 

$226,908 

2,230 

NA 

NA 

Percentage 
realized 
between 
Budgeted 
and Actual^. 

88 

86 

115 

113 

99 

100 

NA 

NA 
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Table 8: IRS’s Estimated and Actual Savings and Reinvestments for 
Fiscal years 2004 through 2007 — Continued 


Dollars in 
Thousands 

Fiscal year 2004 
actual 

Fiscal year 2005 
actual 

Fiscal year 2006 
estimate 

Fiscal year 2007 
estimate 

Dollars 

FTEs 

Dollars 

FTEs 

Dollars 

FTEs 

Dollars 

FTEs 

Reinvest- 

ments® 









Budgeted 

$141,419 

602 

$66,343 

359 

$95,893 

805 

$12,237 

11 

Actual 

$118,330 

313 

$96,481 

958 

$92,030 

805 

NA 

NA 

Percentage 
realized 
between 
Budgeted 
and Actual^. 

84 

52 

145 

267 

96 

100 

NA 

NA 


Source: GAO analysis of IRS data. 

Note: Fiscal year 2007 FTE savings reflect an adjustment after the budget was printed. 

®IRS considers savings to be gained through process or systems improvements and reinvestments to be 
those savings that were realized and available for other purposes. 

'^IRS reported actuals for 2004 and 2005, and year-end projections for 2006. 


Appendix IV: State Mandates 

Of the 50 states, 12 have electronic filing mandates for tax practitioners in effect 
for the 2006 filing season (see fig. 4). The mandates differ in their implementation 
dates and schedules, thresholds for filing, and penalties. The differences between 
mandates may affect the magnitude of electronic filing increases in each state. 
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^ Cewl 0^9 M r^g. rgs-^fw^ 

We recently reported that state mandates encourage electronic filing of federal tax 
returns and recommended that IRS develop better information about the costs to 
tax practitioners and taxpayers of mandatory electronic filing of tax returns for cer- 
tain categories of tax practitioners.^^ These mandates require teix practitioners who 
meet certain criteria, such as filing 100 individual state teix returns or more, to file 
individual state returns electronically. 

Between tax years 2001 and 2004, electronic filing had grown in the 9 states with 
mandates from an average of 36.7 percent to 56.8 percent, or an increase of over 
20 percentage points, compared to an increase of 14 percentage points for the 41 
non mandated states over the same time period. We expect this trend to continue 
as 3 additional states — New York, Utah and Connecticut — implemented mandates 
in time for the 2006 filing season. Of these 3 states. New York may have the most 
to gain because it currently has the lowest rate of electronic filing rate, with fewer 
than 38 percent of its nearly 9 million federal individual income tax returns elec- 
tronically filed last year. 
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Chairman RAMSTAD. Thank you to all four of you distinguished 
gentlemen for your testimony. The Chairman and each Member of 
the Committee appreciates the expertise that you literally bring to 
the table, and appreciate your testimony again here today. 

Mr. George, I would like to ask you the first question, and I 
think it is important that we delve into a little more deeply the 
Free File agreement situation. I think it is important that we focus 
on what the agreement was all about. Now, in your written testi- 
mony, Mr. Hugo, you claim that the original intent of the agree- 
ment was to serve low-income and disadvantaged persons, tax- 
payers. Looking at the original agreement, I see no support for this 
contention. 

In your view, Mr. George, what was the original purpose of the 
Free File agreement? 

Mr. GEORGE. Thank you, Mr. Chairman. Let me quote, if I may, 
from the original agreement. It states that, “This agreement pro- 
vides for free online tax return preparation and filing to individual 
taxpayers,” and it delineates five points, which I will briefly sum- 
marize. 

It wanted to ensure free and secure electronic preparation and 
filing options for additional taxpayers. It wanted to make sure that 
tax return preparation was easier and would reduce the burden on 
the individual taxpayer. Third, it wanted to support the IRS’ goal 
to increase e-filing pursuant to the Restructuring Act 1998, and the 
goal of the IRS to achieve 80 percent of electronically filed returns 
by 2007. Four, it wanted to provide greater service and access to 
taxpayers, and last, it wanted to support the President’s proposal 
in his fiscal year 2003 budget, which again, specifically encouraged 
further growth in electronic filing. 

Nowhere in the original agreement was there any mention on re- 
strictions placed on who could participate in the program. 

Chairman RAMSTAD. That was my reading as well. 

Mr. White, do you agree? 

Mr. WHITE. Yes, Mr. Chairman. 

Chairman RAMSTAD. Chairman Wagner? 

Mr. WAGNER. Yes, sir, Mr. Chairman. I am not aware of any 
restrictions in the original agreement, and I would think the spirit 
of the original agreement should be carried forward today as well. 

Chairman RAMSTAD. Mr. Hugo, do you want to respond? 

Mr. HUGO. Yes, sir. 

Chairman RAMSTAD. By the way, if I may — excuse my interrup- 
tion — we have two votes. The first vote will last 17 minutes. I 
would like to finish with this panel prior to going to vote, so we 
will adhere to the five-minute limit so we won’t have to detain you 
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unnecessarily, and then we will recess for 15 minutes, 20 minutes 
max, until the next panel. 

Please proceed, Mr. Hugo. 

Mr. HUGO. Mr. Chairman, thank you for the opportunity. 

I think one of the things, that question arose when we came be- 
fore your staff earlier a couple weeks ago, and also with TIGTA. 
One of the things that I wanted to clarify — again, I have been there 
since July of 2005. So, what we did is went back to some of the 
original negotiators. In fact, we conferred with Mr. Rossotti, the 
original Commissioner at the time this was negotiated, and got an 
e-mail from him, some communication from him just the other day, 
saying that the original intent was to make sure that low and mod- 
erate income tax payers were not deterred by the fee, that the fee 
was not a deterrent. 

In the information that we also supplied to the Committee here, 
within months of that first agreement, there was an amendment, 
and again, I think we furnished that to your staff, that again 
talked about serving low and underserved communities. That was 
the purpose, and I think you have that information. So, that 
amendment that we talked about that is part of the agreement that 
has been part of the ongoing dialog is something that has been in 
place for 4 years, and then we have also received direction from 
Congress, not just from a bill that has passed one house, but in the 
Treasury Appropriations bill there has been language that talks 
about serving the low and underserved communities, and that was 
in some of the Treasury appropriation bills that have passed. 

Chairman RAMSTAD. Well, I think everyone here probably 
agrees, or most, that the Free File Alliance should not have to pro- 
vide free preparation software to people like Bill Gates and Warren 
Buffett, but what about a husband and wife living in the third dis- 
trict of Minnesota. Each, let’s say, has an adjusted gross income of 
$26,000. The filed jointly. Why shouldn’t they be allowed to use 
Free File this year? Mr. Hugo. 

Mr. HUGO. Yes, sir. One of the things that perplexes me, what 
the Alliance agreement that we negotiated with the IRS, it covers 
$93 million Americans, 70 percent. I am perplexed, quite candidly, 
that we are focusing on the — you say the Warren Buffetts, the Bill 
Gates, that top 30 percent. I am curious why we are not focusing 
on maximizing that $93 million. 

Mr. Chairman, I am an elected official. I am a Member of the 
Virginia legislature. I am even on the Finance Committee. I had 
a real job at one time. I was Chief of Staff to a Congressman, a 
job that was halfway important. For preparation for this hearing, 
one of the things I was thinking about — and I conferred with the 
IRS before. I said, “Did you tell every Member of Congress that 
they could let their constituents know in newsletters or commu- 
nications that they can have free tax preparation for under 50 ad- 
justed gross income?" No, didn’t happen. 

One of the things I think we are going to do is write every Mem- 
ber of Congress and every U.S. Senator next year, and say, please 
understand this is available to your constituents. That way we are 
maximizing, focusing on the $93 million, the low to moderate in- 
come, the direction we have gotten from Congress, which is direc- 



95 


tion we have gotten in legislative language that has passed, and I 
would he happy 

Chairman RAMSTAD. It seems to me, Mr. Hugo, that you are 
missing a point relative to the original agreement. Your written 
testimony claims that the new Free File agreement covers more 
taxpayers than the original agreement, hut the point you are miss- 
ing is that the original agreement established a floor, that 60 per- 
cent of taxpayers had to he covered, while the new agreement es- 
tablishes a cap, only 70 percent of taxpayers are allowed to be cov- 
ered. It seems to me that is an important distinction, and it seems 
to me that that point has been missed. 

Let me ask Mr. White. Under the new agreement, as we have 
seen previously, more than 40 millon taxpayers who were eligible 
for Free File last year are not eligible this year, and again, that 
is depicted graphically over there on the screen. Has this cap that 
we have discussed led to the 21 percent decrease we see in Free 
File usage this year in your judgment, Mr. White? 

Mr. WHITE. It is certainly something that it has very likely con- 
tributed to that. We don’t know all the reasons that have contrib- 
uted, but it seems very logical that that has to be part of the expla- 
nation. 

Chairman RAMSTAD. As a follow up, has the decreased use then 
of Free File contributed to the lower than expected rate of growth 
in electronic flling, in e-flling this year? 

Mr. WHITE. There are a number of factors that have contributed 
to that, but again, it seems very logical that this has to be one fac- 
tor that is contributing to that. 

Chairman RAMSTAD. The only conclusion the Chairman can 
reach, based on the testimony, is that, simply put, under the new 
agreement, fewer taxpayers are eligible for Free File, fewer tax- 
payers are using it, and electronic flling is not growing as pro- 
jected. So, how can we call this agreement good for taxpayers, Mr. 
White? 

Mr. WHITE. Well, the 

Chairman RAMSTAD. Let me rephrase that. 

Mr. WHITE. Sir, the questions that you are asking are valid. 

Chairman RAMSTAD. That is more than leading, even by Con- 
gressional standards. 

[Laughter.] 

Chairman RAMSTAD. Let me ask you, do you, in your view, be- 
lieve this agreement is good for taxpayers? 

Mr. WHITE. Mr. Chairman, the agreement involves some trade- 
offs. Taxpayers, some taxpayers get free flling. The private sector 
agreed to provide free return flling for those taxpayers. IRS got 
some other things in the agreement. There is more disclosure on 
the terms and conditions attached to RALs, for example. It is a 
judgment call about whether on balance, overall, it is a good agree- 
ment or not. 

Chairman RAMSTAD. Any of the other witnesses, would you like 
to comment? Mr. George? 

Mr. GEORGE. I would just note, Mr. Chairman, that even when 
the program was available to any taxpayer, you had only about 5 
million of an approximately 130 million eligible taxpayers taking 
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advantage of it. So, while giving people access to it is good, it 
wasn’t promoted to the point where it was taken advantage of. 

Chairman RAMSTAD. Chairman Wagner? 

Mr. WAGNER. Mr. Chairman, I think the agreement and the Al- 
liance is very good for 93 million taxpayers, hut I also think that 
it ought to extend to all the other taxpayers. I think in my own 
personal State, my parents, I assisted them in preparing their re- 
turns through the Free File Alliance a few years or so ago, and this 
year they will just barely not qualify. So, we will be confronted 
with either buying the product or pushing the paper. 

Chairman RAMSTAD. Prior to recessing for our vote, the Chair- 
man recognizes the gentleman from North Dakota. 

Mr. POMEROY. I thank the Chair. So, I get this all straight, ba- 
sically this public-private partnership has its origination in trying 
to advance the goal of expanding electronic filing of taxpayers. Is 
that correct, Mr. White? 

Mr. WHITE. Yes, sir. 

Mr. POMEROY. That is the goal of it. Mr. Hugo, are you in the 
State Senate or State House? 

Mr. WHITE. House. 

Mr. POMEROY. Representative Hugo — I like the House, by the 
way. 

Mr. HUGO. Yes, sir, the people’s body. 

Mr. POMEROY. The people’s body. Would you say. Representa- 
tive Hugo, that if there was a mission statement from the Alliance, 
expanding e-filing of taxpayers is the goal of the Alliance? 

Mr. HUGO. The goal of the Alliance, and this was stated in the 
operating agreement and the recent MOU, it was stated, like you 
said, within months the comment that we put in writing 

Mr. POMEROY. The goal of the Alliance 

Mr. HUGO. Is to provide free tax preparation to low and mod- 
erate income underserved communities. 

Mr. POMEROY. Okay. The goal of the Alliance is not to expand 
electronic filing of taxpayers? 

Mr. HUGO. I think that is part of it. I think that will accomplish 
the fact that 

Mr. POMEROY. What is the goal? This is very important. I be- 
lieve the only reason that we ought to be in a public-private part- 
nership is if the public goal of expanding electronic filing is ad- 
vanced. Is that the primary goal? 

Mr. HUGO. I think it is the goal and I think it is that we are 

Mr. POMEROY. How many of the 5 million last year were over 
50,000? 

Mr. HUGO. I am sorry. 

Mr. POMEROY. I am sorry. Representative Hugo, how many of 
the 5 million taxpayers were over $50,000 last year? 

Mr. HUGO. That I don’t know the answer. I can provide that in- 
formation to you, sir. 

Mr. POMEROY. It seems to me just basic, if you put a cap on 
who gets to use this, you are inconsistent with the goal of expand- 
ing e-filing, and I think it is related, maybe not in a huge way, but 
certainly related in a direct way to the comment made by Mr. 
George that we are falling off pace in terms of electronic filing. 
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Mr. HUGO. Mr. Chairman and Mr. Pomeroy, let me answer, and 
I would like to take from the direct testimony that the head of the 
Electronic Tax Administration Mr. Dumars made in front of the 
Senate. One of the reasons he believes the numbers are down this 
year is because we did not get the press. A year ago, it was on the 
front page of USA Today. The IRS budget to advertise this program 
has been slashed and 

Mr. POMEROY. My time is short, and we have got a vote. I ap- 
^ Mr. HUGO. I would say 

Mr. POMEROY. — that line of argument, but let me tell you 

Mr. HUGO. No, no, I— okay. 

Mr. POMEROY. — as one that is going to continue to evaluate 
whether we ought to have a public-private partnership in any 
event, I am going to look at whether or not this thing is operating 
with focus and as a clear priority, advance the public goal of elec- 
tronic take-up rates with taxpayers. If this thing starts to be di- 
verted where it seems like the goal is advancing the ancillary busi- 
ness interests of the Alliance members or the biggest alliance mem- 
bers, then I have got some concerns. 

Mr. George, as you have evaluated this, do you see the Alliance 
in any of its operations having kind of a cartel effect, an anti- 
competitive effect on what might be the emerging enterprises in 
this electronic filing business? 

Mr. GEORGE. Mr. Pomeroy, we are in the process of reviewing 
this, and we have not yet looked at that issue. 

Mr. POMEROY. It is very important. I will be really eager for 
your report. Has the GAO had a chance to look at that, Mr. White? 

Mr. WHITE. No, we have not, Mr. Pomeroy. 

Mr. POMEROY. I think the message we have delivered loud and 
clear. We hate this 50,000 cap. I hope that it is not in the next 
agreement. I think the IRS did not operate consistent with Con- 
gressional intent in doing it. I think it is bad public policy, and I 
am disappointed with this report this year. 

Moving on, though, to other issues. Chairman Wagner, we really 
appreciate what the Advisory Committee does. 

Mr. WAGNER. Thank you, sir. 

Mr. POMEROY. We think that you play a very important role in 
terms of oversight and sometimes advocacy beyond what the IRS 
can itself self-advocate. 

Mr. WAGNER. Thank you. 

Mr. POMEROY. Is there a 

Chairman RAMSTAD. Excuse me, Mr. Pomeroy. The Chairman 
will recess the Subcommittee for 20 minutes or subject to the call 
of the Chair. We are running out of time. 

Mr. POMEROY. I think we can clarify — when you don’t come up 
with the appropriation you need, does that diminish the ability of 
the Service to efficiently and effectively collect taxes? 

Mr. POMEROY. When you do not get the appropriation you 
need, does that impact the Service’s ability to efficiently and effec- 
tively — 

Mr. WAGNER. It requires more creativity at that point, but I 
think the Service can efficiently fulfill its mission with the re- 
sources that it has been provided. 
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Mr. POMEROY. I am done. 

Chairman RAMSTAD. The Subcommittee is in recess subject to 
the call of the Chair. It should not be more than 20 minutes. 

[Recess.] 

Chairman RAMSTAD. The Committee will come to order. While 
our witnesses are taking their seats, let me welcome to the Sub- 
committee on Oversight, Chairman Dennis Drapkin, the American 
Bar Association (ABA) section of Taxation; Chair Thomas Purcell, 
of the Tax Executive Committee of the American Institute for Cer- 
tified Public Accountants (AICPA); and Erancis X. Degen, Presi- 
dent, National Association of Enrolled Agents (NAEA). 

We will begin with your testimony, please, Mr. Drapkin. 

STATEMENT OF DENNIS B. DRAPKIN, CHAIRMAN, SECTION OF 
TAXATION, AMERICAN BAR ASSOCIATION 

Mr. DRAPKIN. Thank you, Mr. Chairman, for the opportunity to 
appear before the Subcommittee this morning. My name is Dennis 
Drapkin. I am the Chair of the Tax section of the ABA, and my 
testimony is presented on behalf of the ABA. 

I will focus on three keys issues essential to the administration 
of the tax laws and also briefly address pending legislation relating 
to offers in compromise. 

First, the importance of adequate funding for the IRS. The ABA 
has consistently supported full funding of the IRS. We note that 
the administration’s proposed 2007 budget includes an increase in 
IRS funding as compared with the prior year enacted level, and we 
urge that Congress fund the IRS at least at the level the adminis- 
tration has proposed. 

Adequately funding is essential for the IRS to provide taxpayers 
with quality service. The IRS needs these resources to collect taxes 
fairly and efficiently without imposing undue burdens on tax- 
payers. 

Second, let me speak to the need for balance between enforce- 
ment and taxpayer service. Achieving acceptable levels of compli- 
ance requires a balance of effective taxpayer service and vigorous 
enforcement. Up-front taxpayer service enhances voluntary compli- 
ance, which reduces the demands on enforcement. Credible enforce- 
ment of the tax laws, in turn, encourages greater voluntary compli- 
ance. 

Complex tax laws make taxpayer service a necessity. Taxpayers 
must be able to obtain accurate information on the tax laws that 
affect them. The IRS responds in ways that are vital to providing 
taxpayers with the information they require. Adequate funding is 
also essential for effective enforcement. Taxpayers must believe 
that the laws will be enforced and that those who cheat will be 
caught. Enforcement must be apparent throughout all parts of the 
economy. Funding must be sufficient for those in the Service whose 
primary mission is compliance. 

In addition, funding must be adequate to support ongoing admin- 
istration of the tax laws. The Service must be able to publish clear 
and understandable guidance, train its personnel, continuously im- 
prove compliance programs, and obtain accurate information about 
how the tax system is functioning. 
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The third key issue is the need to simplify the tax laws. Com- 
plexity is a major obstacle to efficient and effective administration 
of the tax laws. For 30 years, the ABA and the section of Taxation 
have been on record urging tax law simplification. Making the tax 
system simpler is also a legislative priority of the ABA. We appre- 
ciate the efforts that the Chairman and other Members of the Sub- 
committee have made over the past few years to focus attention on 
the need for simplification and to motivate Congress to enact im- 
portant simplification legislation. Achieving simplification is not 
easy. Often it must be weighed against concerns relating to equity 
and fairness. Yet simplification is worth the effort. It can ease the 
burden of compliance for all taxpayers and reduce the demands 
placed on the IRS. 

As always, the Tax section stands ready to work with you and 
your staff to achieve simplification. We commend you for what you 
have done, but it is vital that your efforts continue and that they 
succeed. 

Finally, speaking on behalf of the ABA Tax section, I would like 
to address pending legislation regarding offers in compromise. Of- 
fers in compromise are an important tax collection tool. The Tax 
Relief Act of 2005, S. 2020, would add a 20-percent downpayment 
requirement to lump-sum offers in compromise. The downpayment 
would be nonrefundable and retained by the IRS even if the offer 
is rejected. This change is intended to reduce offers that are not 
made in good faith. 

We, and others, have serious concerns about the proposal. Rel- 
atives and employers are often the source of funds for offers. They 
will be far less willing to do so if this proposal is enacted. As a re- 
sult, the new downpayment requirement could dramatically reduce 
outside funding for potential offers. This would decrease the num- 
ber of legitimate offers submitted, the number of offers accepted, 
and the number of individuals re-entering the tax system. This is 
not a desirable outcome. 

Mr. Chairman, thank you again for the opportunity to appear be- 
fore the Subcommittee today, and I will be pleased to respond to 
any questions. 

[The prepared statement of Mr. Drapkin follows:] 

Statement of Dennis B. Drapkin, Chairman, Seetion of Taxation, 
Ameriean Bar Association 

Thank you, Mr. Chairman. My name is Dennis Drapkin. I am the Chair of the 
American Bar Association Section of Taxation. This testimony is presented on behalf 
of the American Bar Association (the “ABA”). 

The ABA is comprised of more than 400,000 members. The Section of Taxation 
includes more than 18,000 tax lawyers who work in law firms, corporations and 
other business entities, government, nonprofit organizations, academia, accounting 
firms and other multidisciplinary organizations. Our members provide advice on 
every substantive and procedural area of the teix laws, and interact regularly with 
the Internal Revenue Service (the “Service” or “IRS”), the Treasury Department, 
and other government agencies and offices responsible for administering and enforc- 
ing the tax laws. Many of our members have served in staff and executive-level posi- 
tions at the Service, the Treasury Department, the Teix Division of the Department 
of Justice, and Congressional tax-writing committees. 

I greatly appreciate the opportunity to appear before the Subcommittee on Over- 
sight (the “Subcommittee”) today. My testimony will focus on three key issues bear- 
ing on the administration of the tax laws: (i) the importance of adequate funding 
for the Internal Revenue Service, (ii) the need for a balance between enforcement 
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and providing services to teixpayers, and (iii) the need to simplify the tax laws. I 
will also briefly address pending legislation relating to offers in compromise. 

IRS Funding 

The ABA has consistently supported full funding of the IRS to carry out its mis- 
sions of taxpayer service and fair administration and enforcement of the teix laws. 
We note that the Administration’s proposed 2007 Budget includes an increase in 
IRS funding as compared with the FY 2006 enacted level. We urge that Congress 
fund the Service at least at the level the Administration has proposed. 

Adequate funding is central to the ability of the Service to provide America’s teix- 
payers with top quality service by helping them to understand and meet their teix 
responsibilities and by applying the tax law with integrity and fairness to all. Ful- 
filling this mission is possible only if the Service has the resources necessary to col- 
lect taxes owed efficiently and effectively without imposing undue burdens on teix- 
payers. 

The Need for Balance Between Enforcement and Service 

Achieving acceptable levels of compliance requires a balance of effective taxpayer 
service and vigorous enforcement. Effective front-end taxpayer service enhances vol- 
untary compliance, thereby reducing the demands on enforcement down the road. 
Consistent fair and credible enforcement of the tax laws, in turn, encourages greater 
voluntary compliance. 

Given the level of complexity of our tax laws, taxpayer service is a necessity. Tax- 
payers must be able to obtain accurate information on complicated teix law provi- 
sions affecting them. The Service fulfills this task in a number of ways, e.g., tele- 
phonic call-in lines, walk-in information sites, print publications, and, increasingly, 
electronic communications. All these activities are vital to providing taxpayers with 
the information they need to fulfill their responsibilities and to obtain the benefits 
to which the law entitles them. In her 2005 Annual Report to Congress, the Na- 
tional Taxpayer Advocate underscored the need for adequate taxpayer services, and 
suggested a number of areas that could be improved. At the February 8, 2006 meet- 
ing of the IRS Oversight Board, the need for greater and more effective teixpayer 
service was stressed by many of the speakers. 

The Service must also have adequate funding to perform its fundamental enforce- 
ment mission. In order for our voluntary tax system to work, teixpayers must believe 
that the laws will be enforced and those who cheat will be caught. To be effective, 
the Service’s enforcement efforts must be broad-based in two senses. First, an en- 
forcement presence must be apparent throughout the economy. A perception that 
the Service’s enforcement efforts are too narrowly targeted leads to noncompliance 
in areas perceived to be out of the spotlight. Second, funding must be sufficient for 
all those in the Service whose primary mission is compliance, i.e., auditing revenue 
agents, appeals officers, teix litigators, and revenue officers, to do their jobs. Neglect 
of any of these inevitably compromises the ability of the others to fulfill their com- 
pliance responsibilities. 

In addition to supporting adequate service and enforcement, constant attention 
must be given to ongoing administration of the tax laws. The economic environment 
in which the tax law operates is constantly changing. The Treasury Department and 
the Service must address these changes through publication of clear and under- 
standable guidance to taxpayers, through training of Service personnel, and through 
improvements to processing, audit, and controversy resolution techniques. Tech- 
niques and procedures for prompt and efficient resolution of recurring errors must 
be formulated and implemented, and longer term solutions to eliminate such errors 
through simplifying legislation or otherwise must be identified. Such solutions, in 
turn, are possible only when decision makers have accurate information concerning 
how the system is actually functioning. Thus, adequate funding for those who com- 
pile statistics of income and perform research on administration and compliance is 
also vital. There have been important initiatives at the Service aimed at improving 
audit currency and achieving better resource targeting in audits. These are worth- 
while programs that should be encouraged and continued. 

The Need for Simplification 

We believe that complexity is at the root of many significant obstacles to efficient 
and effective administration of the tax laws. Indeed, the National Taxpayer Advo- 
cate and others have demonstrated repeatedly that complex tax law provisions make 
life harder for everyone. They cost taxpayers time in simply trying to understand 
what is required of them, and they make errors by taxpayers and the IRS a virtual 
certainty. Reducing complexity must be a continuing priority of the Congress. 

Making the tax system simpler is a legislative priority of the ABA. For 30 years, 
the ABA and the Section of Taxation have been on record urging tax law simplifica- 
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tion, so that laws can be (1) easily understood and complied with by taxpayers, and 
(2) fairly and consistently administered and enforced by the IRS. We know that sim- 
plification is an issue the Subcommittee takes seriously, and we appreciate the ef- 
forts the Chairman and other Members of the Subcommittee have made over the 
past few years to focus attention on the need for simplification and to motivate Con- 
gress to enact important simplification legislation. 

In this regard, we wish to acknowledge that in 2004 Congress enacted important 
simplification of the definition of a “child” under the Internal Revenue Code. After 
the new definition was adopted, issues were raised with respect to the allocation of 
dependency exemptions between custodial and noncustodial parents. On September 
1, 2005, we wrote to the Chairman and Ranking Members of the House Committee 
on Ways and Means and the Senate Committee on Finance to suggest changes to 
the technical corrections originally introduced to address these issues. In the Gulf 
Opportunity Zone Act of 2005, Congress enacted technical corrections to resolve 
these issues adopting the approach suggested in our letter. We applaud the quick 
action of Congress in addressing these issues. 

Questions have since been raised about other unintended consequences of the new 
definition of a child. We are studying these questions and the solutions that have 
been proposed, including the recent proposals by the Treasury, and we stand ready 
to work with you and your staff to address these questions. It is important, however, 
that the issues that have arisen with respect to simplifying the definition of a child 
not deter the Congress from pursuing additional simplification of other complex pro- 
visions of the Code. 

As this recent experience indicates, simplification is not easy. The new issues re- 
garding the definition of child, for example, illustrate the difficulties inherent in bal- 
ancing simplification, on the one hand, against addressing a multitude of perceived 
inequities, on the other. In addition to requiring careful examination of possible un- 
intended consequences, simplification frequently requires either foregoing revenue 
or making choices that benefit some taxpayers and adversely affect other taxpayers. 
But simplification is worth the cost. Simplification pays dividends in terms of easing 
the burden of compliance for all taxpayers, simplifying the task of taxpayer edu- 
cation and law enforcement for the IRS, and improving taxpayer morale by making 
it easier to understand how the law operates. 

In recent years, the Section of Teixation has worked with the American Institute 
of Certified Public Accountants (“AICPA”) and the Tax Executives Institute (“TEI”) 
to identify simplification priorities and realistic simplification initiatives. Together 
with these other organizations, the Teix Section will continue this important work. 
But it is important that Congress — in every tax bill — also join in the effort and actu- 
ally enact viable simplification proposals. There is a consensus for tax simplification, 
and we urge you to call on us and our colleagues in the AICPA and TEI to help 
you make it a reality. 

We would like to take this opportunity emphasize a few simplification matters re- 
quiring urgent attention. The dual tax system created by the alternative minimum 
tax is one of the most serious complexity problems in the current Code. The ABA 
recommends that the individual AMT be repealed. We recognize that replacement 
sources of revenue likely will have to be identified to accomplish this — but the time 
has come to eliminate the complexity and burden of having a growing number of 
middle-class Americans each year compute individual teixes under two different sys- 
tems. 

Even if big-ticket simplification such as AMT repeal cannot be accomplished im- 
mediately, there are other important, but smaller scale, simplification proposals that 
can be adopted in the near term if appropriate legislative focus is applied. For ex- 
ample, we have called your attention in prior testimony to the need to address the 
complexity arising from the numerous provisions such as educational benefits, the 
earned income tax credit, and retirement savings provisions that are phased out as 
a tcixpayer’s income increases. Because these provisions have typically not been co- 
ordinated, the phase-out thresholds and ranges in such provisions vary widely — and 
often overlap. The result is not merely mind-numbing complexity but often dis- 
appointed tcixpayer expectations as the complicated calculations make it difficult for 
taxpayers to plan whether they will be able to utilize teix benefits subject to phase 
outs. Perhaps even more important are the disincentives that occur when a taxpayer 
attempts to avail himself of benefits under several provisions and the combined 
phase-outs create marginal tax rates well in excess of what the section 1 tax table 
says the taxpayer’s marginal rate should be. We recognize the action taken by the 
Congress to address the phase-out problem in the context of personal exemptions 
and the overall limitation on itemized deductions. But much more can and should 
be done. 
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We also note that the President’s Advisory Panel on Tax Reform offered a number 
of separate recommendations in its November 2005 report that could promote sig- 
nificant simplification of the federal income tax, including repeal of the individual 
and corporate AMT. The Panel also recommended a limited number of tax credits 
relating to family status; simplifying teix benefits for charitable donations, home 
ownership and health coverage; and restructuring numerous individual savings and 
retirement provisions. We commend the Panel for its focus on simplification. Its re- 
port has made numerous useful suggestions that merit further study and consider- 
ation. 

We and others previously testified before the IRS Oversight Board in support of 
Treasury and IRS efforts to achieve simplification through the regulatory process. 
Fundamental to this effort is the publication of prompt and clear administrative 
guidance dealing with new legislation as well as new developments in the way busi- 
ness is transacted. The Treasury and IRS deserve commendation for their efforts to 
publish guidance on the 2004 Act, and we have publicly applauded the prompt guid- 
ance they issued in response to Hurricane Katrina. The guidance process is, how- 
ever, continuous, and the work of the IRS and Treasury is never done. Timely, clear 
guidance advances the goal of simplification by reducing ambiguity and uncertainty. 
We believe that a strong published guidance program constitutes one of the most 
important contributions the Treasury and IRS can make to simplification. 

As always, Teix Section members stand ready to work with you and your staff 
members to achieve simplification. We commend you for what you have done, but 
it is vital that your efforts continue and that they succeed. 

Offers in Compromise 

Offers in compromise are an important collection tool that can provide taxpayers 
with a “fresh start” and foster long term compliance. The Tax Relief Act of 2005, 
S. 2020, proposes adding a 20-percent down payment requirement to lump-sum of- 
fers-in-compromise. It is apparently intended that the lump-sum down payment 
would be nonrefundable and retained by the Service if the offer is rejected. While 
the apparent objective of the proposed changes — to reduce the number of offers that 
are not made to the IRS in good faith — is laudable, we nevertheless have serious 
concerns about this proposal. 

A successful offer-in-compromise program raises revenue both from the offer and 
by bringing taxpayers back into the system. Relatives and employers of the teixpayer 
are often the source of funds for offers in the current system. These parties will un- 
derstandably be far less willing to commit non-refundable monies under the regime 
that would be created by the Senate bill. Because the 20-percent nonrefundable 
down payment requirement could dramatically reduce available outside funding for 
potential offers, there is a significant risk that the proposal could decrease the num- 
ber of legitimate offers submitted, the number of offers accepted and the number 
of individuals reentering the tax system. The provision also marks a change in di- 
rection from the 1998 Taxpayer Bill of Rights. Accordingly, we recommend that the 
proposal not be adopted. 

Mr. Chairman, thank you for the opportunity to appear before the Subcommittee 
today. I will be pleased to respond to any questions. 


Chairman RAMSTAD. Thank you, Mr. Drapkin. Dr. Purcell, 
please? 

STATEMENT OF THOMAS J. PURCELL, CHAIR, TAX EXECUTIVE 
COMMITTEE, AMERICAN INSTITUTE FOR CERTIFIED PUBLIC 
ACCOUNTANTS 

Mr. PURCELL. Mr. Chairman, thank you for this honor of being 
able to present our testimony today before the Subcommittee. I 
have two main points that I would like to make, and the bulk of 
my comments are taken from the written testimony that we have 
already provided to you, and I would be happy to answer questions 
as we have time at the end of my comments. 

First, with regard to the progress so far in the filing season, we 
have no evidence from our members that there have been any 
issues, insurmountable issues that have arisen with regard to filing 
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individual tax returns. It seems to be a relatively typical filing sea- 
son from that perspective. Obviously, there is going to be the last- 
minute crunch that happens in the next 2 weeks, and then also the 
extension period, which now is a 6-month period that will take us 
into the fall. Other than those types of things, we have not heard 
anything from members that would give us any pause. 

We do have concerns, though, that continue with regard to the 
mandatory e-filing for larger taxpayers, the corporations with over 
$50 million and the nonprofit organizations of over $100 million. 
Our sense is that people are going slow on this, that the numbers 
that you are seeing that people are filing on time, these go slow 
at this point because there is still pushback from software pro- 
viders that have not stepped up to fully implement the software 
necessary to make this happen. Companies are still having difficul- 
ties conforming their software and their information with the plat- 
form that will need to be used. So we anticipate that there could 
be a significant crunch when we get toward the 6-month filing 
timeframe for corporations, which would be September 15. So, we 
anticipate that sometime in late August, early September, there is 
going to be a flurry of activity. We do not know how that will be 
resolved because the IRS has been very adamant that they are 
going to be very careful on providing waivers for this, but we do 
not know how that will be resolved. Frankly, we are concerned 
about that. 

The second level of concern on that would then extend to next 
year because the filing threshold drops to $10 million, which is a 
significantly larger net of taxpayers. So our concern there is that 
more people be pulled in that do not anticipate this, and we have 
only had one season to try and get it ready. So, hopefully we can 
continue to work with the IRS on making this be a more painless 
process. 

As you know, there were some issues early on with regard to 
Schedule D reporting. We continue to work with the IRS on this, 
and we are grateful that they have taken the approach to try and 
work with us on trying to clarify the type of information and what 
will be acceptable to them for reporting transactions with regard 
to stocks and bonds and other things that might come from bro- 
kers. 

We do not have a position on the free file. I have listened to the 
discussion today, but we have not had a position on free file be- 
cause it is not an issue that many of our clients would be involved 
in. 

On the budget side, I would echo Dennis’s comments that we con- 
tinue to remain very much in favor of funding for the IRS at appro- 
priate levels so it can do the job it is expected to do. We watch with 
anticipation the business modernization approach because those 
business systems are where we interact very much with the IRS, 
and our concern is that as we go to a 21st century agency, a 21st 
century tax practice, that the technology is sufficient to support 
what is needed by both the taxpayer and by the IRS. 

We also look at the user fees as a level of concern. The approach 
that was taken was that we would increase — the IRS has increased 
the user fees, in some cases quadrupling the size of them. Our con- 
cern is that there will be twofold impacts from this: one, if they are 
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anticipating an increase in revenues because of that, taxpayers 
could well push back and not pay the fees because they are so 
much higher; and, two, if you do not get that type of service as a 
taxpayer, it could create a situation where there is greater compli- 
ance issues on the back end and enforcement issues because you 
do not have the surety that the transaction that you are looking 
at will be given favorable treatment by the IRS. 

Finally, we watch with concern the outsourcing of collections, the 
reduction in taxpayer services. We understand the service plus 
compliance attitude that the IRS has, but we do remain concerned 
that all taxpayers are able to get the services they need in order 
to fulfill their obligation, and that if the Service cuts too many 
services that are not available to taxpayers that otherwise we 
serve, there could be a deleterious effect on enforcement. 

Thank you for the opportunity to testify. 

[The prepared statement of Mr. Purcell follows:] 

Statement of Thomas J. Purcell, Chair, Executive Tax Committee, 
American Institute for Certified Public Accountants 

Mr. Chairman and members of the House Ways and Means Subcommittee on 
Oversight, the American Institute of Certified Public Accountants thanks you for the 
opportunity to appear before you today. I am Tom Purcell, Chair of the AlCPA Tax 
Executive Committee; and Associate Professor of Accounting and Professor of Law 
at Creighton University, Omaha, Nebraska. 

The AICPA is the national, professional organization of certified public 
accountants comprised of approximately 330,000 members. Our members 
advise clients on federal, state, and international tax matters and prepare 
income and other tax returns for millions of Americans. They provide serv- 
ices to individuals, not-for-profit organizations, small and medium-sized 
businesses, as well as America’s largest businesses. It is from this broad base 
of experience that we offer our comments today on the IRS budget and the 2006 
tax filing season. 

The AICPA is happy to report that the 2006 filing season is progressing largely 
without any significant problems and American taxpayers and practitioners are gen- 
erally pleased with the Service’s performance. However, while generally not devel- 
oping into problems during the filing season, tax professionals expressed strong op- 
position in late 2006 to sections of the 2005 Form 1040 instructions involving (1) 
tax preparation cost estimates and (2) the requirement to list all capital gains or 
loss transactions on Form 1040, Schedule D. 

Our comments today focus on a number of programs of critical importance to the 
Service, specifically: (1) the IRS budget for fiscal year 2007, (2) Business Systems 
Modernization, (3) Form 1040 instructions and stakeholder outreach, (4) achieving 
e-filing goals, (5) the increase in user fees, (6) tax practitioners and professional re- 
sponsibility, (7) private debt collection efforts, (8) offers in compromise, and (9) teix 
simplification. 

1. THE IRS BUDGET 

The AICPA urges Congress to support full funding of the Internal Revenue Serv- 
ice’s fiscal year 2007 budget. We have long advocated funding levels which would 
allow the IRS to efficiently and effectively administer the tax laws and collect taxes. 
Giving the Service the resources necessary to properly process tax returns and en- 
force the tcix laws is vital to maintaining our voluntary compliance teix system. We 
expect the Service to identify responsible ways to allocate any additional resources 
it receives over prior year funding; and Congress will, through its oversight respon- 
sibilities, ensure that those resources are properly utilized. 

Under President Bush’s fiscal year 2007 budget proposal, the IRS would have an 
operating budget of approximately $10.7 billion, supplemented by certain additional 
user fees and reimbursable resources. According to the Department of Treasury’s fis- 
cal year 2007 budget summary document, “The IRS budget request — supports the 
IRS’s five year strategic plan. This plan underscores the IRS’ commitment to provide 
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quality service to taxpayers while enforcing America’s teix laws in a balanced man- 
ner.” 1 

Giving the Service with the proper resources to fund its mission will empower the 
Service to fulfill both its customer service and enforcement responsibilities. We ap- 
preciate Commissioner Everson’s recognition that any increase in enforcement fund- 
ing must be balanced with positive responses to the taxpaying public as customers. 
We encourage this type of balanced approach and stand ready to work with the 
Service to ensure that the needs of America’s teixpayers are fulfilled. As we have 
stated in the past, all taxpayers must have access to resources that enable them 
to fulfill their responsibilities, and budgetary funding must be provided to insure 
this access. 

Many AICPA members are teix practitioners. As such, we have seen first-hand the 
problems caused by an IRS that is not responsive to teixpayers as customers. We 
have also witnessed the improvements initiated by Commissioner Everson, particu- 
larly with respect to enforcement. Reductions in IRS funding requests that focus on 
customer service will only undercut efforts to improve compliance, and the nation’s 
taxpayers will suffer as a direct result. 

2. BUSINESS SYSTEMS MODERNIZATION 

The fiscal year 2007 budget submission generally recommends reducing the budg- 
et for the Service’s Business Systems Modernization (BSM) program by 15.1 percent 
from the level approved by Congress for 2006. In recommending this sizable cut in 
the BSM budget, the Treasury (on behalf of the Administration) maintains that the 
“BSM program has begun to improve its performance on delivering projects and re- 
leases on time, on budget, and meeting or exceeding scope expectations.” ^ 

We appreciate the Treasury’s view that the Service is now achieving its project 
costs, scheduling, and performance goals, especially after the long period of imple- 
mentation difficulties. While the AICPA cannot easily discern whether a 15.1 per- 
cent cut in the BSM’s fiscal year 2007 budget is prudent under the circumstances, 
we encourage Congress to closely scrutinize the Administration’s proposed budget 
for BSM. In the end, it is critical for Congress to provide the Service with the appro- 
priate funding levels for the modernization effort. 

BSM must remain a central feature of the Service’s strategic plan. It is designed 
to provide benefits to both taxpayers and IRS employees, through implementation 
of (1) the Customer Account Data Engine (CADE), which is designed to replace the 
Service’s ancient Master File System, (2) Modernized e-File, and (3) the Filing and 
Payment Compliance system. We strongly support these objectives. 

3. FORM 1040 INSTRUCTIONS AND STAKEHOLDER OUTREACH 

The IRS has generally done a very good job in recent years, of seeking the input 
of the AICPA and other stakeholders prior to the agency’s announcement of a new 
program, initiative, or policy change. Examples of previous initiatives in which the 
Service did seek the input of the practitioner community with positive results in- 
clude the National Research Program, and the development of the new Schedules 
K-1 and M-3. 

However, when the Service has inadvertently failed to consult with the practi- 
tioner community about a new initiative, the IRS has found itself at times in a dif- 
ficult position. The most recent examples of what we believe were poor communica- 
tions and collaboration efforts on the Service’s part involve the inclusion of (1) tax 
return preparation cost estimates as part of the 2005 Form 1040 instructions and 
(2) the specific requirement in the 2005 Form 1040, Schedule D instructions for tax- 
payers to physically list all capital gains or loss transactions on Schedule D. 

The tax return preparation cost estimates, appearing on page 79 of the 2005 Form 
1040 Instructions, provide estimates of the average preparation times and expenses 
associated with certain Form 1040 schedules that have been (1) self-prepared with- 
out tcix software, (2) self-prepared with tax software, and (3) prepared by a paid pro- 
fessional. We informed the Service that these cost estimates did not fully reflect 
marketplace reality and lacked any contextual explanation that might mitigate con- 
fusion.3 

With respect to the requirement for taxpayers to list all capital gains and loss 
transactions on Form 1040, Schedule D, we suggested that the time needed to 
manually list each capital gains or loss transaction could create significant taxpayer 


1 Department of Treasury — Budget in Brief Fiscal Year 2007, February 6, 2006, pages 59-60. 
2 Id., page 62. 

3 AICPA letter to Commissioner Everson (dated November 30, 2005) regarding the IRS’s inclu- 
sion of tax preparation cost estimates in the 2005 Form 1040 instructions. 
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burden and in the case of teixpayers using paid preparers, unnecessarily raise the 
overall cost of preparing the return."* 

While expressing our strong opposition to the preparer cost estimates and the 
Schedule D instructions matters, it is critical to mention that IRS executives have 
assured us that they value the input of the practitioner community on important 
policy initiatives; and as evidence, the Service did quickly respond to practitioner 
concerns regarding the preparer cost estimates and Schedule D. However, our mem- 
bers continue to express concern that even the recent clarifications by the IRS do 
not fully address the Schedule D issue and so we do not consider this issue resolved. 
We will continue to work with the IRS on satisfactory resolution of these issues. Un- 
fortunately, we believe the Service has lost credihility and generated unnecessary 
frustration with tax professionals over the initial communication of their positions 
on these policy issues. 

4. ACHIEVING E-FILING GOALS 
Modernized E-File 

The AICPA recognizes the administrative efficiencies and budgetary savings the 
IRS’s electronic tax administration program achieves for the agency, as well as the 
customer service benefits that accrue to taxpayers from an effective electronic filing 
(e-file) program. The administrative benefits of e-filing include faster tax processing, 
reduced cycle time, quicker identification of emerging audit trends, and the poten- 
tial for more current resolution of taxpayer uncertainties. 

We applaud the success the IRS is having with the e-filing program during the 
2006 filing season. According to IRS statistics, 68 percent of the 73.4 million indi- 
vidual returns filed through March 24 were electronically filed; with returns filed 
from home computers up about 16.8 percent over last year. We will continue to work 
closely with the Service to meet its expectations of approximately 135 million indi- 
vidual e-filed returns during 2006 filing season. 

The IRS has done a commendable job of introducing programs — such as the Free 
File and the Volunteer Income Tax Assistance (VITA) programs — to help low income 
taxpayers (who often don’t own computers) to file their own income tax returns. An- 
other critical component of helping low income taxpayers is to consider funding for 
low income tax return preparation clinics, in a similar fashion to the funding low 
income tax (controversy) clinics receive under Internal Revenue Code section 7526. 
We believe funding for tax return preparation clinics would encourage e-filing and 
improve compliance by low income teixpayers generally. 

We support the IRS’s suite of web-based products for tax professionals and teix- 
payers called “e-services.” Through e-services, practitioners and taxpayers have ac- 
cess to a suite of online products, including the Preparer Tax Identification Number 
(PTIN) Application; the Online e-file Application; Electronic Account Resolution 
(EAR); submission of Form 2848, Power of Attorney and Declaration of Representa- 
tive; and the Service’s Transcript Delivery System (TDS). 

When the program was launched in 2004, e-services was made available to tax 
professionals who e-filed 100 or more individual returns. Last year, the IRS lowered 
this threshold by making the e-Services suite available to tax professionals who e- 
file 5 or more individual and business income tax returns. The AICPA believes this 
expansion of e-services to more practitioners has the added benefit of making the 
IRS’s interaction with teix professionals more efficient, thereby generating signifi- 
cant cost savings to the Service. Since e-services benefits the IRS and teix profes- 
sionals in so many ways, such as fostering the Service’s enforcement and collection 
activities, we recommend that the IRS strongly consider dropping the 5 return 
threshold altogether. 

E-File for Large Corporations and Exempt Organizations 

The AICPA is closely consulting with the IRS on implementation of the manda- 
tory e-file program during the current 2006 filing season, a program that generally 
requires large corporations (total assets of $50 million or more) and tax exempt or- 
ganizations (total assets of $100 million or more) to file returns electronically. 

As the 2006 filing season progresses, the IRS must remain mindful of the difficult 
experience that teixpayers and the agency had with the mandatory large partnership 
e-file program rolled-out several years ago. The AICPA has previously recommended 
that the IRS delay the start of the new mandatory e-file program for one year, and 
we continue to observe that it is not unreasonable for the Service to anticipate sig- 
nificant issues with respect to implementation of this new program for large cor- 
porations and exempt organizations. This situation is especially critical as we move 


*AICPA letter to Commissioner Everson (dated December 23, 2005) regarding the reporting 
of capital gains and loss transactions on Form 1040, Schedule D. 



107 


closer to September 15, the due date for calendar year-end corporate returns on ex- 
tension. 

Our members remain concerned about a number of implementation issues, such 
as the potential for security breaches and the ability of the IRS’s computer systems 
to handle peak load demands by taxpayers. Moreover, we continue to recommend 
that the IRS maintain a posture of flexibility in terms of granting hardship waivers 
to corporations and exempt organizations, as opposed to a policy that grants waivers 
only in exceptional cases. 

Even though this is the first filing season for implementation of the mandatory 
corporate and exempt organization e-file program, we cannot over-emphasize the 
need for the Service to also adopt a posture of flexibility on critical implementation 
decisions for next year’s filing season. For purposes of the 2007 filing season, the 
e-file thresholds will drop even further, subjecting middle-sized market corporations 
and exempt organizations to the mandatory e-file program, teixpayers who routinely 
(1) don’t employ tax professionals on the entity’s payroll and (2) utilize the services 
of tax professionals working for large and smaller-sized accounting firms. We will 
continue to work with the IRS in resolving the various implementation issues as e- 
filing is expanded. 

5. INCREASE IN USER FEES 

The IRS announced a series of increases in user fees in December 2005, effective 
for 2006. These user fees are levied to charge taxpayers for the privilege of receiving 
advance assurance from the IRS about the tax consequences of certain transactions. 
For example, under the new fee schedule, the IRS Chief Counsel has increased the 
fees for private letter rulings by $2,500 to $10,000 (with lower fees for taxpayers 
earning under $1 million); requests for changes in accounting method by $1,000 to 
$2,500; corporate pre-filing agreements to a flat fee of $50,000, and Advance Pricing 
Agreements to as much as $50,000. 

We understand that these increases generally reflect an attempt to respond to an 
Office of Management and Budget directive for agencies to charge user fees reflect- 
ing the full cost of goods or services. Moreover, it is our understanding these user 
fee increases are considered as a supplement (in addition) to any final fiscal year 
2007 IRS budget approved by Congress. 

The AICPA is concerned these increases in user fees (many of which are dramatic 
increases over previous levels) will result in a substantial reduction in general tax- 
payer use of critical IRS programs that encourage teixpayers to seek advance assur- 
ance about the teix consequences of their proposed actions. Any actions that discour- 
age use of these programs could result in greater compliance costs for taxpayers and 
enforcement costs for the IRS. The AICPA does not support the Service’s possible 
use of fee increases as a management tool to control its workload burden. 

6. TAX PRACTITIONERS AND PROFESSIONAL RESPONSIBILITY 

The AICPA applauds Commissioner Everson’s commitment to high standards for 
tax professionals and his efforts to upgrade the Office of Professional Responsibility. 
In this context, we have a longstanding track record of establishing high profes- 
sional standards for our CPA members, including the AICPA Code of Professional 
Conduct and enforceable Statements on Standards for Tax Services. 

We have recently sent submissions to Treasury and IRS on two very important 
topics involving professional responsibility, as well as presented oral testimony be- 
fore the IRS on April 4, 2006. These topics involve the Circular 230 written tax ad- 
vice standards and the proposed amendments to the regulations under Internal Rev- 
enue Code (IRC) section 7216. We recommend that the Subcommittee closely mon- 
itor the deliberations between the teix professional community and the federal gov- 
ernment as these issues evolve. 

Circular 230 

The AICPA has been actively communicating with our membership and state CPA 
societies regarding the Circular 230 provisions on “best practices” and written tax 
advice. In this context, we are encouraged by recent comments by Treasury and the 
IRS officials that the government is considering whether it may be appropriate to 
make substantial changes to the Circular 230’s standards involving written teix ad- 
vice. The AICPA shares many of the concerns expressed within the practitioner com- 
munity that, as currently written, these regulations are having an adverse impact 
on the delivery of teix advice to clients and on the role of tax advice in facilitating 
the administration of the tax system. 

We strongly support the drafters’ goals of increased public confidence in the tax 
system and greater transparency in the practitioner-client relationship. Like other 
commentators, however, we also are concerned that the breadth and specificity of 
the current rules are inhibiting the provision of written tax advice to taxpayers, and 
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increasing the expense to teixpayers of written teix advice, including for routine 
transactions, without a corresponding benefit to the tax system. 

Both Treasury and the IRS have expressed willingness to consider a principle- 
based approach within the standards to better support Circular 230’s essential role. 
We support this reconsideration to alleviate the unintended consequences that have 
occurred. 

In a March 6, 2006 letter to Treasury and IRS, we suggested several ways that 
the government could adopt a principle-based approach. We also offered an alter- 
native approach for revising the covered opinion rules (under Circular 230, section 
10.35) by substituting broader principles, with examples or illustrations, for the de- 
tailed rules currently in section 10.35. A model for discussion might include AICPA 
Interpretation No. 1-2, Tax Planning, of AICPA Statement on Standards for Tax 
Services No. 1, Tax Return Positions. 

Proposed Section 7216 Regulations 

In December 2005, the IRS released proposed amendments to the regulations 
under Internal Revenue Code (IRC) section 7216, which in large part respond to (1) 
suggestions that the section 7216 regulations needed to be updated to reflect current 
common industry practices, particularly in the area of electronic preparation or fil- 
ing of tax returns, and (2) concerns about the outsourcing of tax return preparation 
to foreign countries. 

In comments we submitted to the IRS on March 8, 2006, the AICPA suggested 
that the Service generally not attempt to regulate the disclosure or use of tax return 
information by preparers in the context of section 7216 — which is a criminal statute. 
Rather, we believe a civil penalty is a more practical mechanism for regulating a 
practitioner’s everyday disclosure and use of taxpayer information. Civil penalties 
have long been recognized as effective tools for encouraging compliance, modif 3 dng 
behavior and deterring unwanted behavior. Criminal provisions by their very nature 
inject a level of complexity and concern which may well prove counterproductive in 
this area. One possible approach would be to prescribe primary regulations under 
IRC section 6713 while utilizing regulations under section 7216 to address the cir- 
cumstances under which a preparer’s behavior would satisfy the “knowing or reck- 
less” standard to justify criminal sanctions. 

We are also concerned about the extent to which the proposed regulations fashion 
an entirely new consent regime for any return preparation activities that involve 
parties located outside the borders of the United States. The proposed regulations 
are drafted in a manner that adds unnecessary and extremely burdensome steps to 
the current tax return processes used by many professional service providers. It ap- 
pears that at the very time the IRS is eliminating barriers to the achievement of 
its goal for increasing electronic filings and payments, the agency is incongruously 
making it more complex for its partners — the professional providers of tax assist- 
ance and return preparation — to sustain their current professional business proc- 
esses. 

To properly complete the tax return of a U.S. or non-U.S. multinational company 
with offices in the United States and overseas, tax professionals located in the 
United States typically consult with tax professionals located overseas. The same 
circumstances exist when preparing returns for thousands of U.S. citizens (expatri- 
ates) stationed around the world in the emplo 3 mient of U.S. and non-U.S. multi- 
national companies. In the normal course of these engagements the client generally 
anticipates that the tax return preparer would disclose tax return information to an 
overseas office, consistent with the applicable legal and ethical responsibilities of the 
tax preparer unless the teixpayer directs otherwise. The examples of how tax return 
information may be used in providing services to multinational companies go far be- 
yond a tcix return preparation context. Examples include audits of financial state- 
ments and cross border tax planning. These uses serve the needs of teixpayers and 
aren’t efforts to market unwanted services or use information for inappropriate 
ways. 

We do not believe that these situations should require the teix preparer to obtain 
consent from the taxpayer in the specific format described in proposed regulation 
section 301.7216-3 and the proposed revenue procedure (set out in Notice 2005-93) 
because these teixpayers anticipate their tax information will be disclosed outside of 
the United States. We believe the AICPA ethics rules (regarding outsourcing serv- 
ices to third-party service providers) are more in line with modern business 
practicesthan what is provided for under the proposed regulations.® 


® Rule 102, Integrity and Objectivity, of the AICPA Code of Professional Conduct requires that, 
prior to sharing confidential client information (such as a tax return) with a service provider, 
the AICPA member must inform the client, preferably in writing, that he or she may he using 
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The AICPA strongly encourages the IRS to adopt the approaches suggested in our 
March 8 comments. If that is not acceptable, we urge the IRS to engage the profes- 
sional service provider industry in a substantive discussion prior to issuing final 
regulations about how to best ensure the requisite security of tax return information 
in the context of today’s modern (global) business practices. 

7. PRIVATE DEBT COLLECTION EFFORTS 

The IRS is in the process of launching a private debt collection program, as au- 
thorized by the American Jobs Creation Act of 2004. We appreciate that using pri- 
vate collection agencies could help the IRS resolve a portion of its collection inven- 
tory, and could potentially enable the Service to focus the energies of its employees 
on the more difficult or complex collections cases. The Service has announced that 
private debt collection agencies will be held to the “same standards of service and 
protection of taxpayer rights” required of IRS employees. We believe that this pro- 
gram is a critical test program for the Service, especially in terms of enabling the 
IRS to leverage private sector involvement with a reallocation of vital resources to- 
wards programs of critical needs. Nevertheless, because collections is a program 
area which has historically been an area of chronic teixpayer complaint and alleged 
taxpayer rights abuse, we strongly urge the Subcommittee on Oversight to closely 
monitor implementation of the private debt collection program; and work with the 
IRS on establishing positive and realistic performance measures for the private debt 
collection firms. 

8. OFFERS IN COMPROMISE 

Section 523 of S. 2020, the Tax Relief Act of 2005, generally requires a teixpayer 
who submits a “lump-sum” offer-in — compromise (OIC) to include 20 percent of the 
amount of such offer at the time the offer is submitted. The provision defines the 
term “lump-sum” offer to mean the payment of 5 or fewer installments. The AICPA 
is very concerned about the negative impact that this measure will have on the fu- 
ture viability of the overall OIC program. 

The AICPA has received numerous reports from practitioners that the IRS’s OIC 
program is not working, due in large part to the Service’s continual classification 
of large numbers of offers as “non-processable” and based on the agency’s high rejec- 
tion rate of offers being submitted. These reports are consistent with the public com- 
ments of National Teixpayer Advocate Nina Olson on May 18, 2005. In that commu- 
nication, she revealed that teixpayers submitted approximately 39,000 offers during 
the first six months of fiscal 2005, which amounts to a 45 percent drop in the num- 
ber of offers submitted from the same period in 2004. 

Based on the significant drop in the number of offer submissions, coupled with 
the IRS’s high rejection and return rate for offers, we believe this provision — while 
intended to be a revenue raiser — will in actuality raise little or no revenue. 

In general, a taxpayer submits an offer to the IRS because he or she is in finan- 
cial distress and thus, looking for a “fresh start” financially. Under these cir- 
cumstances, a taxpayer who has a significant outstanding tax liability with the gov- 
ernment is not likely to be able to afford a 20 percent up-front “down-payment” on 
an offer. In all likelihood, enactment of the up-front 20 percent payment on offers 
is likely to shut down the OIC program and instead, because of the increased finan- 
cial burden on the taxpayer, increase the attractiveness of federal bankruptcy fil- 
ings. 

To the extent Congress includes the 20 percent offer payment provision as part 
of a final bill, we recommend that there be an exemption for low-income teixpayers. 
If you accept this recommendation, we encourage you to use an existing statutory 
definition for “low-income” to avoid adding another level of complexity to the Code. 
For example, section 7526 of the Internal Revenue Code generally defines a low-in- 
come taxpayer as someone who has income that does not exceed 250 percent of the 
poverty level. 

S. 2020 also requires any taxpayer who submits a “periodic payment” offer to com- 
ply with the taxpayer’s proposed installment schedule during the period that the 
IRS is evaluating the offer for acceptance. Thus, the taxpayer is required under this 


a third-party service provider when providing professional services to the client. In addition, 
Rule 201, General Standards, and Rule 202, Compliance With Standards, states the AICPA’s 
longstanding belief that members who use third-party service providers in providing professional 
services to clients remain responsible for the work performed by the service provider. 

Finally, Rule 301, Confidential Client Information, of the AICPA Code of Professional Conduct 
was updated to require an AICPA member to (1) enter into a contractual agreement with the 
third-party service provider to maintain the confidentiality of the client’s information and (2) 
be reasonably assured that the third-party service provider has appropriate procedures in place 
to prevent the unauthorized release of such information. 
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proposal to effectively make installment payments to the IRS during the time period 
that the Service has the offer under review. The legislative language is not clear 
as to what would happen to these payments should the IRS subsequently reject the 
taxpayer’s offer. One possible interpretation is that the teixpayer would be permitted 
to stop making the installment payments, but the Service would(l) keep all pay- 
ments made by the taxpayer to date and (2) retain the right to begin enforcement 
action. Moreover, if the taxpayer does not maintain his or her proposed payment 
schedule, while the Service is reviewing the offer, the legislation does state that the 
offer would be considered withdrawn by the teixpayer at the time the payments 
cease. 

We believe that the periodic payment offer proposal — like the 20 percent offer 
payment provision described above — will have a negative impact on the future via- 
bility of the overall OIC program. The periodic payment proposal does not do any- 
thing to encourage efficiency on the part of the IRS, i.e., for the Service to be more 
efficient in the processing and review of offers on a timely basis. In fact, the pro- 
posal would appear to create a situation in which the IRS would be better off by 
not rejecting too quickly an offer that the agency might otherwise find unacceptable. 

There may also be circumstances in which, for legitimate reasons, the taxpayer 
may be required to discontinue (i.e., may no longer be able to afford financially) the 
periodic payments while the IRS is reviewing the taxpayer’s offer submission. We 
do not believe that IRS consideration of the taxpayer’s offer should cease under such 
circumstances. A fairer result would be for the IRS to provide guidance — under a 
reasonable cause standard — as to the circumstances that a taxpayer’s offer would 
continue to be reviewed and considered by the Service. 

9. TAX SIMPLIFICATION 

Enacting teix simplification measures is integral to the success of future filing sea- 
sons. As Commissioner Everson stated in his March 3, 2005 testimony before the 
Teix Reform Commission: 

Complexity in the tax code compromises both the [IRS’s] service and enforcement 
missions. That is because complexity obscures understanding. Those who seek to 
comply but cannot understand their teix obligations may make inadvertent errors or 
ultimately throw up their hands and say why bother. In the enforcement context, 
complexity in the code facilitates behaviors at variance with those intended by Con- 
gress. 

Simplification of the teix laws is a high priority of the AICPA. We have worked 
closely with the American Bar Association and the Tax Executives Institute to joint- 
ly identify specific proposals for simplification. Similarly, we have recently released 
a study entitled. Understanding Tax Reform: A Guide to 21st Century Alternatives, 
September 2006. Our study discusses how many of the goals of tax reform can be 
achieved by modifying the current income teix system through significant simplifica- 
tion. Some of the more important proposals to reduce administration and compliance 
costs are discussed. The text of the full study is available at: http://www.aicpa.org/ 
taxreform/. 

The IRS released updated statistics in February 2006 that the tax gap is about 
$345 billion. We believe tax simplification can play a significant role in helping to 
reduce the overall tax gap, as simplification would (1) result in fewer errors on tax 
returns and (2) reduce taxpayer susceptibility to the marketing of abusive tax shel- 
ters. 

Thank you for the opportunity to share these views with you. 


Chairman RAMSTAD. Thank you very much, Dr. Purcell. Mr. 
Degen, please? 

STATEMENT OF FRANCIS X. DEGEN, PRESIDENT, NATIONAL 
ASSOCIATION OF ENROLLED AGENTS 

Mr. DEGEN. Thank you, Mr. Chairman, for asking the NAEA to 
testify before you today. I will limit my comments pretty much to 
tax filing season issues. 

I am happy to report that, for the most part, the 2006 filing sea- 
son is progressing smoothly. Nonetheless, we need to bring a hand- 
ful of issues to your attention. As we heard only too starkly at the 
Finance Committee hearing on Tuesday, unenrolled tax return pre- 
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pares continue to be a problem for taxpayers and the tax adminis- 
tration system. Mr. Chairman, I have previously brought this issue 
before your Subcommittee, and I urge you to move expeditiously to 
pass legislation to require all paid tax return preparers to dem- 
onstrate competency and ethical standards through licensure and 
continuing education. The NAEA believes that such legislation will 
greatly aid all taxpayers, especially low-income taxpayers, to com- 
ply with our Nation’s tax laws by helping to ensure access to com- 
petent and ethical tax preparation services. 

As usual, complexity rears its ugly head in the 2006 filing sea- 
son. While the AMT continues to stand out as the poster child for 
today’s taxpayers, two new issues have been particularly trouble- 
some for practitioners this filing season. The first is the new defini- 
tion of “dependent” as defined in section 152 of the Internal Rev- 
enue Code. While we applaud Congress for trying to simplify the 
definition of “child,” the law of unintended consequences has reared 
its head with respect to the new definitions of “qualifying child” 
and “qualifying relative.” Quite frankly, the definitions have prob- 
ably resulted in more rather than less confusion. The examples we 
cite in our letter to Commissioner Everson — and I believe you have 
a copy of that, sir — need to be addressed. 

I would also like to comment on the IRS expectation that the de- 
tails of every capital transaction be reported on a Schedule D. The 
goal in submitting a tax return is to report the correct tax liability 
of the taxpayer. The NAEA fails to understand why the listing of 
every transaction on a Schedule D is necessary to achieve that 
goal. The IRS espouses that it strives to lessen the burden on tax- 
payers. This requirement of reporting every detail is counter- 
productive to that claim and greatly increases the burden on tax- 
payers. 

Taxpayers who use professional assistance in preparing their tax 
returns are facing extra costs due to this requirement. Given the 
fact that many taxpayers now trade in the stock and bond markets, 
the goal should be to prepare an accurate tax return and not a 
meaningless exercise in reporting details. 

Along a similar vein, our members cite a growing problem with 
information reporting on 1099 forms and cite example after exam- 
ple of brokerage firms sending two, three, and sometime as many 
as four corrections of the Eorm 1099. We would like to caution Con- 
gress as it considers possible legislation to expand reporting re- 
quirements in this area, to give the IRS and the industries involved 
plenty of lead time to develop and implement such an expansion. 
Otherwise, the taxpayer will suffer and be required to file amended 
tax returns. 

While not a specific filing season problem, NAEA is concerned, 
as the ABA noted, that the Senate offer in compromise (OIC) pro- 
posal in the reconciliation bill now in conference is unduly burden- 
some to taxpayers. While the steep entry cost would certainly deter 
frivolous offers, it will also certainly prevent most, if not all, ear- 
nest taxpayers from making their offers as well. 

We urge Congress to drop this provision or, alternatively, to work 
with us to put forward an alternative such as the one outlined in 
our written testimony, which I know you have. 
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Finally, NAEA has been a strong proponent of beefing up en- 
forcement at the IRS while maintaining good customer service level 
for taxpayers. There are full details in my written testimony, but 
in the interest of time, I will only note that the IRS needs to con- 
sider building in some level of flexibility for its employees to be 
able to work with practitioners during the filing season. The clear 
result will be higher-quality audits and better responses to IRS in- 
quiries. 

In closing, Mr. Chairman and Members of the Subcommittee, 
NAEA and its members stand prepared to work with you and the 
IRS in ensuring a strong tax administration system and improving 
voluntary compliance, and we welcome any questions you may 
have. 

[The prepared statement of Mr. Degen follows:] 

Statement of Francis X. Degen, President, National Association 
of Enrolled Agents 

Thank you, Mr. Chairman, Ranking Member Lewis, and members of the Over- 
sight Subcommittee for asking the National Association of Enrolled Agents (NAEA) 
to testify before you today. NAEA is the premier organization representing the in- 
terests of the 46,000 enrolled agents (EAs) across the country. EAs are the only 
practitioners for whom the IRS directly attests competency and ethical behavior. 
NAEA is dedicated to increasing the professionalism of its members and the integ- 
rity of the tax administration system as a whole. 

In regard to the 2006 filing season, I am happy to report that for the most part, 
the season is progressing smoothly. Nonetheless, a number of major issues are af- 
fecting taxpayers and tax practitioners, and we would like to take to take this op- 
portunity to bring a handful of issues to your attention. 

1. A few “bad eggs” in the paid preparer community are adversely affecting the 
public’s faith in the teix system. 

2. Complexity for individual taxpayers continues unabated, centering this year on 
AMT, definition of dependent, and Schedule D information. 

3. The Offers-in-Compromise program is in jeopardy because of a provision of the 
Reconciliation bill currently in conference. 

4. Increased enforcement actions during filing season are creating some signifi- 
cant headaches for enrolled agents and their clients. 

HOW TO DEAL WITH A FEW BAD EGGS 

Lately, it seems as if every day we pick up the papers only to read about another 
scheme with the potential for defrauding taxpayers. Last year, this subcommittee 
reviewed the trend of linking teix preparation with some unrelated services or goods, 
such as car or furniture sales. This season, the great new idea is to load teix refunds 
on gift cards. Further, we have been hearing a lot about the sale of questionable 
financial services linked to teix preparation. Last week, we awoke to headlines, how- 
ever dubious, screaming of practitioners being allowed to sell tax data to the highest 
bidder. 

Very quietly hidden behind these juicy headlines is in actuality a much more sin- 
ister yet mundane story: the growing problem of taxpayers’ forum shopping to maxi- 
mize their refunds at the expense of the Treasury. In other words, enrolled agents 
are seeing taxpayers pick up their records and move down the street looking for un- 
scrupulous preparers who will “pump-up” their refunds. Unlicensed teix return pre- 
parers are making outrageous guarantees on refunds, sa 3 dng, “Come to us and we 
promise you a $1,000 back from Uncle Sam.” Suddenly the taxpayer is taking phony 
home office or business deductions or finding long lost children. 

The message to taxpayers with respect to cheating is that everyone is doing it and 
you are a dupe if you aren’t doing it too. As practitioners licensed to practice before 
the IRS, we too often end up representing these teixpayers once the IRS catches up 
with them. Unfortunately, unlicensed paid return preparers are often outside the 
current regulatory rules governing competency and ethical behavior. It is our con- 
tention that this issue is the key to maintaining, and even to restoring, teixpayer 
faith in a fair and equitable teix collection system. 
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To address this situation, Mr. Chairman, we urge the subcommittee to move expe- 
ditiously to pass legislation to require all paid tax return preparers to demonstrate 
competency and ethical standards through licensure and continuing education. 

NAEA believes that such legislation will greatly aid all teixpayers — but especially 
low income taxpayers — to comply with our nation’s tax laws by helping to ensure 
access to competent and ethical tax preparation services. In her 2003 and 2004 an- 
nual reports, the National Teixpayer Advocate expressed that oversight of unenrolled 
return preparers was one of the most serious problems facing taxpayers. In 2003, 
she noted that over 55 percent of the 130 million individual taxpayers paid a return 
preparer to prepare their returns. Close to half these preparers did not possess a 
legitimate license demonstrating basic competency or ethical standards. Shockingly, 
at least 57 percent of EITC earned income overclaims were attributable to returns 
prepared by unlicensed paid preparers, resulting in billions of dollars in lost revenue 
to the government. 

NAEA supports S. 832 (the Taxpayer Protection and Assistance Act of 2005) be- 
cause we believe the bill will help ensure the integrity of the tax system by pro- 
moting licensed tax professionals to the general public and ensuring strong enforce- 
ment against the unlicensed and unethical. We believe the proposed legislation: 

A. Contributes significantly to taxpayer access to competent and ethical tax 

preparation services. 

The legislation would require all paid preparers to pass an exam testing their un- 
derstanding of basic tax laws and ethical standards. Further, paid preparers would 
be required to undergo annual continuing education and be subject to the ethical 
requirements of Circular 230. 

This will help ensure that only qualified and ethical individuals will be preparing 
returns. 

B. Builds on the existing regulatory framework and consolidates enforce- 

ment under one entity 

Rather than constructing a parallel regulatory framework and enforcement entity 
for different groups of paid preparers, the legislation would consolidate all persons 
preparing returns (lawyers, CPAs, EAs, and paid preparers) under the current regu- 
lations (Circular 230) and the existing Office of Professional Responsibility (OPR). 
In other words, there would be one ethical code, coordinated exams that would allow 
for advancement within the profession, and standardized continuing education re- 
quirements all administrated under the already existing system. 

In addition to being cost effective, this consolidation would ensure uniformity of 
standards and enforcement across all preparers. 

C. Ensures adequate resources for administration, promotion, and, most 

importantly, enforcement. 

The legislation would allow OPR to retain all registration fees for administration 
of the program, including policing all practitioners and preparers under their juris- 
diction. Most importantly, the authorization to retain these fees would ensure that 
the office would have adequate resources to investigate and penalize unlicensed in- 
dividuals. This will discourage teixpayers from shopping for the “best deal” among 
preparers and will help shut down many EITC mills across the country. 

Additionally, the bill would authorize OPR to retain penalties administered under 
the program for promotion of all Circular 230 preparers to the general public. This 
will assist the public in understanding the importance of paying only licensed indi- 
viduals for tax preparation and will assist the public in understanding the difference 
between the various groups allowed to do paid preparation. 

D. Strikes the correct balance for creating a new tax practice credential. 

Congress needs to be cognizant of the ramifications of creating a new credential 
in the world of tax administration. Currently, the general public is presented with 
three options for individuals who are licensed to practice before the IRS: lawyers, 
CPAs, and enrolled agents. Circular 230 is very specific as to how these individuals 
may advertise and generally present themselves to the public. A credential that im- 
plies a higher level of authority and competency than merely preparing basic indi- 
vidual tax returns will cause confusion and undermine the general intent of the leg- 
islation. 

Since the passage of the IRS Restructuring and Reform Act, there has been a 
great deal of confusion as to the credentials and bona fides of Electronic Return 
Originators or EROs. The IRS has issued signage denoting official endorsement of 
individuals qualifying as EROs, as well as financed a public awareness campaign 
in support of the program. Anecdotal evidence (the appearance of billboards and bus 
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stop signage) in poorer neighborhoods demonstrates the danger of putting out to the 
public confusing titles or credentials that overstate competency. 

Additionally, state regulators would be very leery if not outright hostile toward 
the creation of a new credential in the accounting/tax preparation marketplace. 
States regulate the use of credentials and many list a litany of titles (e.g., certified 
tax consultant, chartered accountant, registered accountant) and abbreviations like- 
ly or intended to be confused with CPA that may not be used. After years of conflict, 
the majority of state boards of accountancy have accepted that a person recognized 
by IRS as being enrolled may use the enrolled agent name and EA abbreviation. 
Creating nomenclature that might overstate its intended mission is likely to re-ig- 
nite this battle, and at the very least potentially counter the underlying intent of 
the legislation. 

PRACTITIONER CONCERNS 

While the alternative minimum teix — which holds the distinction of being both un- 
fair and extremely complex — continues to stand out as the poster child for dazed 
taxpayers, two new issues have been particularly troublesome for practitioners this 
filing season. 

The first is the new definition of dependent as defined in § 152 of the Internal 
Revenue Code. While we applaud Congress for trying to simplify the definition of 
child, the law of unintended consequences has reared its head with respect to the 
new definition of qualifying child and qualifying relative. (Please see our attached 
letter to Commissioner Everson). Quite frankly, the definitions have probably re- 
sulted in more rather than less confusion. The examples we cite in our letter need 
addressing. We note that the Treasury Department’s Blue Book for the 2007 budget 
attempts to offer solutions to some of these problems, but we need to act before the 
2007 tcix year. 

NAEA supports efforts to simplify the filing of federal teixes and its 11,000 mem- 
bers stand ready to assist Congress and the President in accomplishing real, prac- 
tical reform for the American taxpayer. While the concept of simplifying the teix 
code often plays well on the campaign trail, the nitty-gritty of what is reform and 
how it is accomplished makes comprehensive reform a daunting political under- 
taking for policymakers. May I be so bold as to suggest that the practitioner commu- 
nity have some role in future changes? Those of us “in the trenches” may, based 
on practical experience, be able to see problems staff writers may not envision. 

I would also like to comment on the IRS expectation that the details of every cap- 
ital transaction be reported on a Schedule D. The goal in submitting a tax return 
is to report the correct tax liability of the taxpayer. NAEA fails to understand why 
the listing of every transaction on a Schedule D is necessary to achieve that goal. 
The IRS should strive to lessen the burden on taxpayers. This requirement of re- 
porting every detail is counterproductive to that concept and greatly increases the 
burden on taxpayers. Taxpayers who use professional assistance in preparing their 
tax returns are facing extra costs due to this requirement. Given the fact that many 
taxpayers now trade in the stockand bond markets, the goal should be to prepare 
an accurate tax return and not a meaningless exercise in reporting details. 

Along a similar vein, our members cite a growing problem with information re- 
porting from third parties (e.g.. Forms 1099 and Schedules K-1). While Congress 
and the IRS have become more reliant on third-party reporting to ensure compli- 
ance, the process has become incredibly complex. Our members cite example after 
example of brokerage firms sending two, three, and sometimes as many as four cor- 
rections of the Eorm 1099. The brokerage firms point out that in this complex, mul- 
tinational world we live in it is becoming more and more difficult to provide the re- 
quired information within the required deadlines. We would like to caution Con- 
gress as it considers possible legislation to expand reporting requirements in this 
area to give the IRS and the industries involved plenty of lead time to develop and 
implement such an expansion. 

OFFERS-IN-COMPROMISE 

While increasing offer quality is an admirable goal, NAEA is concerned that the 
approach taken by the Senate in the Reconciliation bill now in conference is unduly 
burdensome to teixpayers. While the steep entry cost would certainly deter frivolous 
offers, it will also certainly prevent most, if not all, earnest taxpayers from making 
their offers as well. 

As you are aware, the provision requires that a teixpayer make a good faith down 
payment of 20 percent of any lump sum offer-in-compromise with any application 
for an offer. For periodic payment offers, the taxpayer is required to comply with 
his or her own payment schedule. The proposal also repeals the $160 user fee. Addi- 
tionally, it provides that an offer will be deemed accepted if the IRS does not reject 
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it within twenty-four months (twelve months beginning in 2010). The proposal is es- 
timated to raise $683 million over five years. 

With IRS permitted to wait twenty-four months to accept an offer, at least until 
2010, one of the common concerns is the possibility that IRS may use this new rule 
to further slow its processing of offers (particularly in the case of teixpayers making 
monthly “good faith” payments). 

A further concern is that many taxpayers borrow to meet their tax obligations 
(often from family or friends) and such taxpayers would see this plan as a great dis- 
incentive to make an offer. We do not believe it makes sense for a taxpayer to bor- 
row in an effort to square up with the IRS only to risk that a rejected offer would 
put the taxpayer even more in debt, both to IRS and to the source of the borrowed 
“good faith’” payment. 

It is not clear how the provision, which NAEA believes will reduce significantly 
the number of offers submitted to IRS, would generate the 10-year dollars that the 
Senate bill claims it will. 

NAEA would like to offer a counter proposal that we believe would provide true 
reform. In short, our proposal would: 

• Require that if a teixpayer uses a paid third party to prepare the offer that such 
preparer be a current Circular 230 practitioner; 

• Create a $5,000 frivolous filing penalty for the teixpayer and for any paid pre- 
parer assisting in the preparation of the frivolous offer; 

• Maintain the current user fee; and 

• Deem an offer accepted if not rejected by the IRS within twelve months. 

This alternative approach should eliminate most of the frivolous offers, while at 
the same time giving teixpayers a time-certainfor response from the IRS. 

ENFORCEMENT DURING TAX FILING SEASON 

NAEA has been a strong proponent of beefing up enforcement at the IRS, while 
maintaining good customer service levels for taxpayers. We are encouraged by the 
improved numbers we are seeing from the agency on both audit and collection. 
Many of our members, however, have reported a problem arising from this renewed 
emphasis. Namely, there has been a major increase in the number of audits, collec- 
tions, and notices coming from the agency during the height of the tax filing season. 
This situation is coupled with an absolute unwillingness to work with practitioners 
to accommodate the sheer crush of work brought about at this time of the year. The 
IRS needs to consider building in some level of flexibility for its employees to be 
able to work with practitioners during filing season. The clear result will be higher 
quality audits and better responses to IRS inquiries. 

In closing, Mr. Chairman and members of the subcommittee, NAEA and its mem- 
bers stand prepared to work with you and the IRS in ensuring a strong tax adminis- 
tration system and improving voluntary compliance. Thank you and I stand ready 
to answer any questions you may have. 


[i] The National Association of Enrolled Agents (NAEA) is the professional 
society representing enrolled agents (EAs), which number some 46,000 nationwide. 
Its 11,000 members are licensed by the U.S. Department of the Treasury to rep- 
resent taxpayers before all administrative levels of the IRS, including examination, 
collection, and appeals functions. 

While the enrolled agent license was created in 1884 and has a long and storied 
past, today’s EAs are the only tax professionals tested by IRS on their knowledge 
of tax law and regulations. EAs provide tax preparation, representation, tax plan- 
ning, and other financial services to millions of individual and business taxpayers. 
EAs adhere to a code of ethics and professional conduct and are required by IRS 
to take continuing professional education. Like attorneys and CPAs, EAs are gov- 
erned by Treasury Circular 230 in their practice before the IRS. 

Since its founding in 1972, NAEA has been the enrolled agents’ primary advocate 
before Congress and the IRS. NAEA has affiliates and chapters in forty-two states. 
For additional information about NAEA, please go to our website at www.naea.org. 


Chairman RAMSTAD. Thank you very much, Mr. Degen, and the 
Chairman thanks all three distinguished members of this panel. 

I would like to address the first question to any or all of you, for 
that matter, about the proposed regulations to expand the permis- 
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sible use of taxpayer information by tax return preparers. I, as 
other Members have expressed today, have some serious privacy 
concerns about the proposed regulations to expand the use of such 
information. 

In your judgment — again, any or all of you may respond — are 
there any compelling reasons for the IRS to broaden tax return 
preparers’ ability to use taxpayer information? Mr. Drapkin? 

Mr. DRAPKIN. Well, the ABA and the Tax section do not have 
a position, so I will be speaking on my own behalf. In reviewing 
the materials for this hearing, it struck us that, for one thing, the 
sharing of information has been authorized by regulation since 
1974, both by a tax return prepared with its own affiliates and at 
direction of the taxpayer to disclose return information to anyone. 
So, these authorizations have existed in the law effectively since 
Congress enacted the statute in 1971. The privacy 

Chairman RAMSTAD. Pursuant, of course, to taxpayer consent. 

Mr. DRAPKIN. Pursuant to the taxpayer’s consent in both cases. 

Now, the IRS commendably spends a good deal of effort in the 
proposed regulation and the proposed revenue procedure on the 
consent side, beefing up consent, making it meaningful and appar- 
ent. This may well be a subject that this Committee might want 
to look into because it overlaps both the proposed regulations and 
the existing regulations as to whether or not this information 
should be shared, what are the compelling interests either way, the 
commercial advantages to the tax return preparer versus the con- 
cerns on privacy. 

Chairman RAMSTAD. Well, let me ask the obvious question then 
that flows from your statements. Do you believe current regula- 
tions on disclosure of taxpayer information by preparers should be 
reconsidered? 

Mr. DRAPKIN. Well, in light of what has happened since Decem- 
ber, when the proposed regulations came out, and we understand 
in part outsourcing was one of the issues that concerned the gov- 
ernment in coming back to this area really for the first time in 30 
years, that the nature of privacy concerns and the nature of con- 
sumer interests has changed so much since 1971 to 1974, when the 
legislation was enacted and the rules developed, that a Committee 
like this one, Mr. Chairman, might well want to look into, again, 
what are the legitimate concerns, how well does the statute and 
the legislation reflect those concerns, and not just the ones raised 
by the proposed changes, but also by those raised by the existing 
rules. 

Chairman RAMSTAD. Dr. Purcell, please. 

Mr. PURCELL. Mr. Chairman, our concern — and we had pro- 
vided testimony on Tuesday, as well as in our comments for today. 
The 7216 is a criminal statute, and its penalties are criminal in na- 
ture. So much of the disclosure question should be carefully consid- 
ered in the fact that you are imposing criminal sanctions on people 
as opposed to many concerns that you might have in the relation- 
ship with your tax preparer, which might be inadvertence or over- 
sight, but not intentional criminal conduct. So, we urge going slow- 
ly on trying to overkill with the process of legislating here or regu- 
lating something that could well be better handled through an eth- 
ical concern. 
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The second concern that we have is that the discussion about the 
disclosure really is the means to the end, and the end is whether 
taxpayers are being unfairly taken advantage of through the exist- 
ing regimen, being asked to do something or being the victim of 
identity or some other type of exposure of their information be- 
cause someone is trying to sell an additional service or trying to 
use that information for financial gain. It might be better to focus 
on some of the things you have already heard this morning, such 
as the RAL, as an entity in itself rather than the means that it’s 
being used to get there, which is the perhaps aggressive use of tax- 
payer information. 

So, I think it is important as a policy matter, what is the infor- 
mation being used for and should it even be used for this in any 
circumstance. Should anybody be able to do this, yes or no? Then 
if this is a legitimate use of information, what safeguards should 
we put in to make sure the information is not unfairly shared? 

Chairman RAMSTAD. I certainly agree with that. I think you 
couched the threshold question very well, and secondary ones as 
well, and we need to address those questions. I also think your ca- 
veat as to proceeding with due caution is a good one. Thank you. 
Dr. Purcell. 

Mr. Degen, please. 

Mr. DEGEN. Yes, Mr. Chairman, I think it is fair to say that we 
would agree primarily with the position of the Taxpayer Advocate. 
I think she basically said that, as a policy decision, it is up to the 
Congress to decide whether there should be any disclosure or not. 
However, given the fact that their existing regulations do allow a 
certain amount, the proposed regulations actually enhance protec- 
tion for the taxpayer. So, if the Congress is not going to make a 
complete change, then we would support those regulations in terms 
of enhancing. 

I think there was also one other point — I believe this was men- 
tioned at the hearing on Tuesday when the IRS had the hearing 
on the proposed regulations — that it would be seemingly in the in- 
terests of the taxpayer and the IRS to perhaps involve the practi- 
tioner community before some of these things are proposed. Quite 
often, we feel that the IRS would be better served, the public would 
be better served if they operated in a mode called “consult, then de- 
cide,” as opposed to in a mode of “decide, then explain.” So, I think 
that is something that we would hope that the practitioner commu- 
nity — while clearly we do not make decisions and we do not make 
policy, but I think there is a lot of insight and input from the 
trenches, so to speak, that may be in the best interest of the Serv- 
ice to look at beforehand. 

Chairman RAMSTAD. I think that point is very well made, and 
you certainly bring an expertise that is important, and I think we 
need to work more in that collaborative way. 

Let me ask you, Mr. Drapkin, in your testimony you touched on 
the need for simplification of tax laws. I do not think you will get 
much disagreement anywhere in any venue that we need to sim- 
plify the Tax Code, and we have been going in the wrong direction 
if you look at it en masse, in todo. I know the ABA has been advo- 
cating simplification of the Tax Code for a number of years. 
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I think also everyone concedes around here at least that whole- 
sale simplification is off the table for this year. Yet are there some 
viable incremental steps that Congress can take now to simplify 
the Tax Code short of dealing with it in a comprehensive way? Or 
should we not deal with it an incremental way pending comprehen- 
sive reform? 

Mr. DRAPKIN. Well, I think there are a number of avenues, as 
has been mentioned. The AMT, both in its individual and corporate 
form, is a source of immense complexity, and it has also become 
clear that in recent years, particularly the individual AMT is hit- 
ting sectors of the taxpayer community that, I think it is fair. Con- 
gress probably did not contemplate when it first enacted the provi- 
sions. So, I do not know if you could call removal of a provision of 
that magnitude “incremental,” but short of wholesale tax reform, 
that is certainly one area. 

We mentioned in our testimony this time and before that re-ex- 
amination of the phase-out provisions and trying to coordinate and 
correlate them would be greatly simplifying. I would also point out, 
as I think the Chairman well knows, the report of the President’s 
panel on tax reform made a number of proposals that actually 
could be isolated from the broader proposals, areas that could merit 
attention from this Committee and others, such as bringing to- 
gether various provisions on education credits and other types of 
credits and trying to unify them into one single provision. 

So, I think there are a large number of possibilities out there 
that the Subcommittee and other entities in Congress could exam- 
ine if they wanted to find fruitful areas for simplification short of 
wholesale tax reform. 

Chairman RAMSTAD. I certainly agree the AMT is a ticking 
time bomb and needs to be addressed, and I would also go further 
than you and say the AMT is hitting taxpayers that Congress defi- 
nitely — not probably, but definitely did not intent to impact. So I 
appreciate that. 

Do either of you gentlemen have any additional input on that 
point? 

Mr. PURCELL. I think I would — on behalf of the AICPA, I think 
we would echo Dennis’s comments, and certainly we have worked 
together, ABA and the AICPA, extensively on simplification issues. 

When we look at the issues that come up, though, I think two 
things that would be kind of broader, I guess, cautions or concepts, 
we seem to have had — I have been in tax practice in one form or 
another since the late 1960s, early 1970s, and I keep on my shelf 
a copy of every tax law that has been passed. Well, there is no 
room on my shelf anymore because so many have been passed. We 
seem to have accelerated the rate of change so that we are writing 
not just simplification laws, but we are writing technical correction 
laws before the first law has even been fully enacted. 

So, one caution would be just we need to slow down. We need to 
make sure that if we are going to pass something that it is needed. 
So, rather than rush to get something done, I think calling us, call- 
ing in different constituent groups to look at an issue such as edu- 
cation credits and education incentives or issues such as the AMT 
and making sure that before we try to fix it we have got a good 
fix that will stand up for 5 or 10 years. 
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The other thing is anytime Congress puts in a threshold amount, 
it needs to be very careful to make sure that it is inflation ad- 
justed. We would not have the problem we have today with the 
AMT if the exemption had been inflation adjusted when it was first 
enacted. We would not have the problem we have today with the 
estate tax if the exemption amount had been inflation adjusted 
back in 1916, because most taxpayers would then not be subject to 
either one of those taxes. 

When we look back to try to fix it after years and years and you 
look at the revenue cost, it becomes very problematic, if not impos- 
sible. So, as a matter of activity that if you just inflation-adjust 
something when you first enact it, that could certainly help. 

So, those would be the two other thoughts besides the ones Den- 
nis raised. 

Chairman RAMSTAD. Thank you. 

Mr. Degen, did you want to comment further? 

Mr. DEGEN. Yes, I would like to, I think, echo what Dr. Purcell 
said in terms of new legislation going slow. I would ask that the 
Congress do take a look at that section 152. That has been a huge 
problem in the practitioner community. In a typical Ozzie and Har- 
riet family, it is not a problem. Yet in America today, we do not 
have as many Ozzie and Harriet families as we used to. We have 
a lot of families where people are not married, they live together, 
they have children, they have nieces, nephews, people die. What 
that section has done — the intent was good. It is always easy, Mr. 
Chairman, to be a Monday morning quarterback. Hindsight is the 
best sight, isn’t it? In all seriousness, the Treasury Department has 
recognized this. In their Blue Book, they call the 2007 budget pro- 
posal an attempt to fix some of these things. Yet their fixes seem 
to create just as many problems. The 152 needs to be looked at. 

One of the problems that we have had is the interpretation of the 
IRS. In the law it says “another taxpayer.” Well, the Internal Rev- 
enue Code defines a taxpayer basically as anyone that breathes. 
When they made the “qualifying child,” I thought the intent of Con- 
gress was to prohibit two people from claiming the same child as 
a dependent. I do not know how the law was written. I am not an 
expert in that, but the IRS has interpreted “taxpayer” in the sense 
of anyone who breathes is qualifying. They use the phrase “another 
person” or “someone else.” I am not terribly sure that was the in- 
tent of Congress to use that in the same — so I really believe that, 
in fairness to the taxpayer, because, quite frankly, practitioners — 
and I am not talking about Circular 230 necessarily, but just prac- 
titioners in general — are interpreting it in different ways and not 
everyone is being treated the same. 

So, I really think that is an issue that needs to be looked at seri- 
ously. 

Chairman RAMSTAD. Thank you, Mr. Degen. 

I want to ask you another question, Mr. Degen. The last numbers 
I saw claimed that 60 percent of taxpayers use a professional tax 
preparer to complete their return — 60 percent of taxpayers. Obvi- 
ously, then, it is important that tax practitioners receive adequate 
assistance from the IRS when the paid preparers have questions 
about the Code. 
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Are members of your constituent group, your association, tax 
practitioners you represent, are they receiving the assistance they 
need from the IRS? Have things improved in that regard? 

Mr. DEGEN. Quite frankly, Mr. Chairman, I do not believe too 
many of our members would actually solicit responses from the IRS 
in terms of typical tax situations. I think most of our members take 
a lot of continuing education and do not rely on the IRS for guid- 
ance on mundane issues. Clearly on the issue I brought up before 
about the section 152 is a different ball game. I do think that 
would be a fairer question to ask if taxpayers who do not use pro- 
fessional assistance are getting what they need from IRS. That I 
cannot answer, but I do think that it is not an issue for most of 
us in terms of the IRS providing assistance. 

Chairman RAMSTAD. Maybe I should have asked the question: 
Which, if any, of the taxpayers services that the IRS offers are uti- 
lized by practitioners in preparing returns? 

Mr. DEGEN. Well, one issue — this is not necessarily in preparing 
returns, but I think it may be apropos to your question — will be the 
notion of the e-services. E-services are something that the IRS has 
provided for tax practitioners to avail themselves of being able, 
with appropriate power of attorney, to electronically download 
transcripts of taxpayer information reporting and that type of 
thing. 

Unfortunately, the Service has made a decision that access to 
that is predicated upon the fact whether you file five returns elec- 
tronically or not. It makes no difference whether or not you have 
any expertise. That is the criteria. 

The Service, through the Office of Professional Responsibility, 
monitors Circular 230 practitioners, and yet they refuse to allow 
the practitioners who they monitor access unless they file five tax 
returns. I am sure ABA has many members who do not file tax re- 
turns but do represent taxpayers. These folks, as well as enrolled 
agents — and I am sure certified public accountants are in the same 
position. These folks have the most need for these e-services, and 
they are not available to them. So it does not make sense that you 
predicate a very important service based on filing five tax returns 
electronically. 

Chairman RAMSTAD. Dr. Purcell, did you want to address that? 

Mr. PURCELL. I think I would echo Frank’s comment that we 
are on record as supporting a drop in the threshold level for quali- 
fication for the Electronic Return Originator (ERG) because it does 
not make sense, and for the reasons that Frank has already out- 
lined. 

Chairman RAMSTAD. Any further comment, Mr. Drapkin? 

Mr. DRAPKIN. No, Mr. Chairman. 

Chairman RAMSTAD. Well, the Chairman again wants to thank 
all three of you for your continuing input to the Subcommittee on 
Oversight as well as the full Committee on Ways and Means. We 
appreciate your expertise and counsel, and thank you for your in- 
dulgence today. Hopefully you will be able to grab lunch despite 
the hour, and the Subcommittee will stand adjourned. 

[Whereupon, at 12:43 a.m., the Subcommittee was adjourned.] 

[Submissions for the Record follow:] 
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Statement of the National Soeiety of Aeeountants 

The National Society of Accountants (NSA) welcomes the opportunity to submit 
our views regarding any difficulties encountered during the current tax return filing 
season, the “Estimates of Teixpayer Burden” tables that appeared in the instructions 
for the 2005 Form 1040 and the regulation of federal income tax preparers. NSA 
is a voluntary association of certified public accountants, enrolled agents, licensed 
public accountants, licensees of State Boards of Accountancy, teix practitioners who 
are licensed by state agencies and accountants and tax practitioners who hold cre- 
dentials from ACAT, a nationally recognized credentialing body. 

NSA and its affiliated state organizations represent approximately 30,000 practi- 
tioners who provide accounting, advisory and teix related services to more than 19 
million individuals and small businesses. NSA represents accountants who serve 
Main Street rather than Wall Street. 

2006 Filing Season 

NSA members have encountered a greatly increased work load during the current 
tax return filing period and believe that this has proven costly to taxpayers due to 
the increased number of hours required to prepare their returns. Some of the in- 
crease in the work load has resulted from changes to forms and instructions. For 
example, one NSA member was asked to prepare a return that required more than 
600 stock transaction entries on Schedules D and D-1 in order to e-file the return. 
Another example involved one of our members whose client received a Form 1099 
from a stock brokerage firm and just recently received an amended Form 1099B due 
to the division between ordinary and qualified dividends. This resulted in a delayed 
filing that will be followed by the filing of an amended return. I am sure that enti- 
ties that must send and re-send Forms 1099 are frustrated by the complexity of the 
requirements, but a teixpayer is virtually unable to prepare a return during the 
early part of the filing season if there is any possibility of receiving an amended 
Form 1099. All of this also dramatically increases the cost of preparing a return ac- 
curately the first time. 

In preparation for the current filing season the Internal Revenue Service has also 
encouraged teixpayers to prepare their own tax returns using computer tax software 
programs. A number of NSA members have heard from teixpayers who are finding 
it often takes an entire day to prepare their tax return, even though it may not be 
a complex return. In many instances, our members have been called upon to correct 
costly mistakes that have been made. 

Preparers from all over the country are being bombarded with taxpayer com- 
plaints due to the Alternative Minimum Tax adding to the taxpayer’s tax burden 
and tax liability. Taxpayers feel they are unable to present their views to the IRS, 
so preparers are forced to take the brunt of these protests. This adds more hours 
to the preparers’ already overloaded schedule and can add significantly to the cost 
of preparing a return as preparers explain the AMT and why it adds to the tax that 
must be paid. 

IRS Estimates of Taxpayer Burden 

The Internal Revenue Service recently published an “Estimates of Teixpayer Bur- 
den” tables as part of its Form 1040 instructions. The National Society of Account- 
ants (NSA) believes these estimates to be patently wrong, make no distinction with 
respect to the sophistication of the self-filing preparer or the complexity of a return 
even assuming the criteria the tables set forth. Further, the tables encourage the 
conclusion that business self-filers use improper and invalid assumptions to prepare 
their tax returns. Finally, the tables purport to set forth the fees charged by tax 
preparation professionals without any apparent thought to regional cost of living dif- 
ferences or in the types of schedules required for various types of income. 

NSA questions the estimates and how they were obtained. Clearly, judging from 
the number of comments we and other representatives of the professional teix prepa- 
ration community have received, very few if any of our members were asked to pro- 
vide any estimates of the time spent to prepare a particular return and the fee 
charged. Any such request would have quickly revealed that our members believe 
that every taxpayer is different. For example, one table makes a particular estimate 
about a nonbusiness filer who files a Schedule D but not a Schedule A. How many 
transactions are assumed to be reflected on the Schedule D? Even if there is only 
one transaction, what is assumed about the availability of information related to 
basis, capital improvements and other necessary and relevant information? There 
is no way a tax professional can “blanket charge” his clients in light of those dif- 
ferences. 

Further, the fee charged for tax preparation services is likely to vary substantially 
based on where the services are performed. Tax preparation professionals practicing 
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within a large metropolitan area such as New York or Chicago must charge more 
than their counterparts living in small town or farming communities because their 
overhead is far greater. Every area of the United States is different. For the IRS 
to issue a table suggesting to taxpayers how much a tax professional should charge 
to prepare a return is absolutely misleading and counterproductive. 

Another concern is the assertion in the table that a business filer who prepares 
a return himself without tax software will spend less time (45.1 hours) preparing 
the return than if that same individual used tax software (67.1 hours) or used the 
services of a paid professional 47.9 hours). It seems obvious that someone who sees 
a particular form once per year will spend more time than a professional who is not 
only familiar with the form but has likely prepared the same form thousands of 
times. The only way this can possibly be true is if the self-preparer ignores the time 
needed to actually obtain the numbers required to prepare a return properly and 
instead relies on estimates (or the numbers on last year’s return). Reputable tax 
professionals know that the majority of time spent on a return is the process of com- 
piling all of the figures necessary. That being the case, the numbers are either 
wrong or the tables assume that taxpayers who self-file are using estimates rather 
than going through the tedium of looking through their records for the actual num- 
bers. If the latter is true, where does that put the IRS’s push for compliance? 

We sincerely hope the IRS will reconsider the publication of these estimates of 
taxpayer burden contained in the tables. 

S. 832 

NSA members have noticed an increase in the number of fraudulent tax pre- 
parers. In fact, a recent GAO report found that, of the 19 chain tax preparer offices 
tested, all returns were prepared incorrectly. Further, USA Today conducted a re- 
cent study and concluded that the number of fraudulent preparers has increased 
substantially in the last 5 years. Competence and reliability can be very hard for 
taxpayers to determine, especially in light of limited government oversight. The IRS 
has pushed electronic filing to the forefront, and unfortunately this has led to an 
abundant increase of unenrolled preparers who operate from their cars, their homes, 
storefronts, on a table in their businesses, etc. 

Senate Bill S. 832 proposes new regulation for the federal tax preparation indus- 
try. This proposed legislation would have a significant impact on the profession and 
the Internal Revenue Service. Estimates of the number of tax practitioners required 
to register in the first year of the program range from 200,000 to as high as 600,000. 

The Senate bill instructs Treasury to develop (or approve) and administer an eligi- 
bility examination designed to test the knowledge and technical competency of indi- 
viduals who prepare federal income tax returns. NSA has supported the concept of 
registration for federal income teix preparers since we first introduced the concept 
several years ago. NSA further supports the use of an eligibility examination. How- 
ever, NSA can fully support the Senate bill, and any similar legislation, only if it 
provides recognition of tax practitioners who have already demonstrated their pro- 
fessional competence and their commitment to life-long learning either by earning 
credentials offered by a nationally recognized credentialing body or by being licensed 
to practice accounting by a state Board of Accountancy or by being licensed to pre- 
pare income tax returns by an agency established under state law. Allowing individ- 
uals who possess such credentials or licenses to receive a waiver from the initial 
examination requirement will achieve that recognition. These individuals would still 
be required to register, pay the appropriate fees and meet the other requirements 
specified in the bill. 

The Accreditation Council for Accountancy and Taxation (ACAT), a nationally rec- 
ognized credentialing organization, offers three credentials that fully satisfy the 
competency and ethical standards that the Senate bill seeks to achieve. Those cre- 
dentials are: Accredited Business Accountant (ABA), Accredited Tax Advisor (ATA) 
and Accredited Tax Preparer (ATP). Individuals who hold these credentials have 
demonstrated their knowledge and competency through a regimen that includes 
education, experience and examination on topics that include substantial taxation 
and ethical components. To maintain their credentials, they comply with rigorous 
annual continuing professional education requirements. ACAT credentials are recog- 
nized for licensing or regulatory purposes in a number of states, including Iowa and 
Minnesota, and NSA believes that S.832 should be modified to recognize that any 
individual who has taken and passed an ACAT examination and maintains his ac- 
creditation is exempt from any testing required by the bill. 

Any individual holding a license from a state Board of Accountancy has likewise 
demonstrated a level of competence that is based on a long-established regulatory 
standard that has education, experience and examination as required components. 
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Every state accountancy regulatory scheme requires continuing professional edu- 
cation as a condition for license renewal. 

The states of California and Oregon license tax preparers in their respective juris- 
dictions. The licensing qualifications differ slightly in each state, but both require 
a substantial educational element, including state and federal taxation and ethical 
conduct, as a prerequisite to granting a license. In both states, continuing profes- 
sional education is a requirement for license renewals. California currently licenses 
approximately 36,000 tax preparers and Oregon licenses approximately 8,000 pre- 
parers under their respective programs. These states already impose adequate and 
efficient licensing requirements on their tax and accounting professionals. We do not 
believe additional federal requirements should be imposed on these individuals or 
similarly situated individuals in other states. 

In addition, the Internal Revenue Service has extended Circular 230 privileges to 
public accountants in the States of Pennsylvania, New Jersey and Rhode Island. 
Under the provisions of Circular 230, a “certified public accountant” is a person duly 
qualified to practice as a certified public accountant in any state, territory, or pos- 
session of the United States. Certified public accountants that are not currently 
under suspension or disbarment from practice before the Internal Revenue Service 
may practice before the Internal Revenue Service. A number of other states have 
a public accountant license class that has practice rights substantially equivalent, 
if not identical, to those granted to CPAs. These licensed public accountants, like 
their CPA counterparts, are subject to regulation and supervision by state Boards 
of Accountancy and must meet continuing education, professional standards and 
other requirements in order to maintain their practice rights. We firmly believe that 
if the Internal Revenue Service has already recognized the competence and integrity 
of these tax and accounting professionals in these states. Congress should as well. 

The Senate bill has a section that “clarifies” the Enrolled Agent credential. NSA 
supports this concept because it will establish a uniformity of regulation and elimi- 
nate ambiguities and conflicting restrictions that have evolved in many state regu- 
latory schemes over time. The truthful use of earned credentials is an individual 
right that all responsible regulatory legislation should serve. National attention to 
this issue is both appropriate and overdue. 

The descriptor used to identify this new class of regulated tax preparers deserves 
the attention of your Committee. The staff notes, accompanjdng the Senate bill, in- 
clude the term “enrolled preparer” when referencing those individuals subject to the 
proposed regulation. NSA believes that this term diminishes the Enrolled Agent cre- 
dential and has the potential to confuse the public. Further, it does not adequately 
describe the services performed by this group of tax preparers. We recommend that 
terminology used to describe this group be neutral. We suggest “Registered Federal 
Teix Return Preparer.” 

Another section of the Senate bill provides for levying fines and then keeping the 
money to fund a public awareness campaign. We question the propriety of this pro- 
vision and ask that Congress reconsider the potential for abuse. Principled legisla- 
tion should allow Treasury to abate a punitive fine for an inadvertent human error. 
Perhaps there should be a “pattern of neglect or misconduct” before heavy fines are 
levied. 

The “one-year from enactment” provision is another area that must concern every- 
one. Such a short time period to develop both a testing and a registration system 
certainly has the potential to disrupt the subsequent tax-filing season. The staff de- 
scription of the Senate bill states, “Efficiencies will be gained by coordinating the 
exam requirement with the enrolled agent exam.” Until such time as the enrolled 
agent exam is successfully outsourced and its structure entirely revised, we believe 
this conclusion is questionable at best and could lead to a disruption of the filing 
season in the first year of implementation. Processing the exams and the attending 
record keeping for 200,000 to 600,000 individuals certainly has the potential to over- 
whelm the system. A safer approach would be to instruct Treasury to devise a test- 
ing system independent of the Special Enrollment Examination that applicants 
could use throughout the year. Such a process would follow the proven model that 
the securities and insurance industries use. We think that development of a work- 
able regulatory structure, as anticipated by S. 832, simply requires more time to 
both develop and implement. Extending the time frame to two years or perhaps 
three would be more realistic. 

In summary, with respect to S. 832 NSA supports: 

1. The concept of registration of tax preparers. 

2. The use of an initial examination by those who have not taken and passed an 
existing national examination, including those offered by the Accreditation 
Council for Accounting and Taxation. 
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3. A requirement for ongoing continuing professional education. 

4. The requirement for registration renewal every three years. 

5. A waiver of initial examination for individuals who: 

a. Hold credentials offered by nationally recognized credentialing bodies; or 

b. Hold a license to practice accountancy from a state Board of Accountancy; 
or 

c. Hold a license to prepare tax returns established under state law. 

6. The clarification of the Enrolled Agent credential. 

7. Finding a better descriptor than ?enrolled preparer. 

8. Reconsideration of using preparer penalty money to fund public awareness ef- 
forts. 

9. Extending the time period for development and implementation of the struc- 
ture. 


Statement of Gerald E. Seorse, New York, NY 

My testimony today will make the same point, and urge the same action, as my 
testimony before this honorable Subcommittee in 2003, 2004 and 2005. 

With one key difference: I now count as an ally National Taxpayer Advocate Nina 
E. Olson. Let me quote from the legislative recommendations of the Advocate’s 2005 
Annual Report to Congress: 

Requiring Brokers to Track and Report Cost Basis for Stocks and Mutual 
Funds. 

Many financial institutions through which investors own stocks and mutual funds 
(?brokers’) do not currently keep track of an investor’s basis in the stocks or mutual 
funds, and no brokers report basis information to both teixpayers and the IRS on 
a Form 1099-B, Proceeds from Broker and Barter Exehange Transactions. The ab- 
sence of information reporting creates serious problems for many taxpayers and the 
government alike. For taxpayers, tracking basis can be extraordinarily complex and 
many taxpayers seeking to comply with the law find they simply cannot do so with 
accuracy, leaving them exposed if audited. From the government’s perspective, the 
absence of information reporting enables underreporting by taxpayers who delib- 
erately overstate their basis (thereby reducing their gain or even generating a loss), 
because they know the IRS generally cannot detect errors in basis reporting in the 
absence of an audit. One recent estimate puts the revenue loss to the government 
from such underreporting at $250 billion over the next 10 years. We recommend 
that brokers be required to keep track of an investor’s basis, transfer basis informa- 
tion to a successor broker if the investor transfers the stock or mutual fund holding, 
and report basis information to the taxpayer and the IRS (along with the proceeds 
generated from the sale) on Form 1099-B. To offset the cost of implementing such 
a tracking system, we note that Congress could provide a one-time teix credit for 
brokers.” 

And so the National Teixpayer Advocate comes down on the side of third-party re- 
porting of capital gains for stock transactions. (Aside: I suggested to Ms. Olson and 
would suggest to the Subcommittee that the same rule should apply to home sales 
and other real estate transactions. Even more than with stocks, there is no defen- 
sible reason for self-reporting of this income.) 

Ms. Olson bases her recommendation on the twin pillars of tax simplification for 
taxpayers and ending billions of dollars in annual revenue losses by the Treasury. 
Both are hugely worthwhile, and reason enough to translate her proposal into law. 

I would add other reasons as well. 

I was drawn to the issue in the beginning as a simple matter of tax fairness. 

It is inequitable to have a stricter tax reporting standard for wages than for capital 
gains; it is inequitable to require third-party reporting of wage income and not have 
the same requirement for eapital gains ineome. 

I owe it to IRS Commissioner Mark Everson for pointing to another, allied reason. 
In remarks prepared for this Subcommittee’s 2005 hearing, the Commissioner noted 
that “Average Americans pay their taxes honestly and accurately, and have every 
right to be confident that when they do, their neighbors — are doing the same.” 

So the integrity of the tax system, and the belief of average Americans in the integ- 
rity of the system, are also at issue here. 

I respectfully ask the Subcommittee, and all the members of the House, to ad- 
dress the Taxpayer Advocate’s recommendation and bring it to fruition. A House bill 
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directly along these lines is being prepared, and I urge your support when it is in- 
troduced. 

In these divisive political times, allow me to offer a final thought: 

Third-party reporting of capital gains is a nonpartisan issue. Teix simplification 
is not a Democratic or a Republican issue; billions of dollars lost to the Treasury, 
year after year, is not a Democratic or a Republican issue; tax fairness and the in- 
tegrity of the tax system are not Republican or Democratic issues. 

They are issues on which both sides of the aisle should be able to unite, and do 
the right thing. 

Thank you. 

o 



